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Although at the end of the calendar 
year, there is a difference of one minute 
between this and the succeeding tax 
year, for the tax man the difference 
can easily run into a large amount of 
dollars. Tax planning for the end of 
the taxable year and the new one be- 
gins now—if it hasn’t already started. 
“Taxes on Securities,’ by J. H. Land- 
man, is one of those articles which the 
individual who has traded in securities 
will find helpful. On the emplover side, 
the Robert E. Nelson article, “Stock 
Purchase and Bonus Plans—Qualified ' 

sisal Editor 
and Nonqualified,” furnishes an oppor- Henry L. Stewart 


7 x pics i aad a Washington Editor 
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| HIS MAGAZINE is published to promote sound thought in economic, legal and 
accounting principles relating to all federal and state taxation. To this end it contains 
signed articles on tax subjects of current interest. reports on pending state tax legislation, 
interpretations of tax laws and other tax information. 


The editorial policy is to allow frank discussion of tax issues. On this basis contri- 
butions are invited. Care will be exercised in checking the accuracy of data printed, but 


responsibility is not assumed for the contents of the articles or for the opinions expressed 
therein. 
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Acq. and Non-acq. 


Corporate Complications 
Sir: 


In your article, “Professional Taxpayers,” 
page 706, September issue, when comparing 
taxes of an individual with those of a corpo- 
ration, the writer of the article seems to me 
to have overlooked the important fact that 
although under the conditions he exemplifies 
the total tax burden seems smaller to the 
corporation, yet the earnings have not 
passed to the real owner. The tax saving 
becomes absolute only if the owner should 
die before dissolution or distribution. 


If he should live and the profits accumu- 
late, Section 102 will require dividends 
which will produce an additional and an 
undeterminable tax. If the corporation rates 
should be raised in future years to where it 
becomes advisable to disSolve and proceed 
as a proprietorship or partnership, it is then 
possible for the intangible “good will” to be 
includible in the stated value of assets re- 
ceived in liquidation, and again the tax bur- 
den cannot at this time be determined. There 
are cases in which owners entered into cor- 
porate form of small business without weigh- 
ing these factors and are now trying to sell 
their businesses and retire, rather than face 
the damaging requirements of Section 102, 
and the impossibility of paying in cash for 
good-will value capital gain. 


GEoRGE S. RAPIER 
New ORLEANS 


Questionable Capital Contributions 
Sir: 


There is a definite tendency on the part 
of the Bureau of Internal Revenue and the 
courts to treat loans to a corporation, under 
certain circumstances, as a contribution to 
capital rather than as loans. Obviously, the 
taxpayer prefers loans to capital investment 
for these reasons: 
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(A) There is a tax benefit to the corpora- 
tion in having an interest deduction instead 
of a dividend; 

(B) In the later payment of loans in lieu 
of dividends, there may be an avoiding of 
the penalty under Section 102; 


(C) In case of financial difficulties, the 
lender as a creditor may be able to salvage 
something, whereas as a stockholder he may 
not be able to salvage anything. 


To obtain these advantages, it has been 
a not uncommon practice for corporations 
to undercapitalize and supply their needed 
working and permanent capital in the form 
of loans. 


What should be the ratio of loans to stock 
investments? This is a moot point for no 
such ratio exists in law. Generally, it is the 
close corporation that is vulnerable here. 
The factors that will be scrutinized are: 


(1) What was the intent at the time of 
entering into the transaction? This factor 
is generally accorded the most weight, and 
the over-all picture will bear heavily on the 
intent; 

(2) Absence of a note or of a liability to 


pay interest, or absence of a fixed rate of 
interest; 


(3) Absence of a fixed maturity date; or, 
Is payment contingent? This feature is usu- 
ally indicative of a capital investment; 

(4) Waiver of preferred position as a 
creditor. The lenders have assumed the risk 
of stockholders, thus negating the idea of a 
debt. However, not all of the decisions have 
considered this factor as fatal, depending 
upon the circumstances; 


(5) Failure to make payment of either 
interest or principal except when earnings 
permitted, tending to give the loan risk capi- 
tal treatment. In the case of bonded debt, 
this criterion may not necessarily be decisive; 


(Continued on page 839) 
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Tax-Wise 


Meetings of Tax Men 


University of Chicago.—The Federal Tax 
Conference sponsored by the University of 
Chicago is being held for its fourth suc- 
cessive year. The conference to be held in 
Chicago on October 31, November 1 and 
November 2 will highlight current develop- 
ments in the field of taxation with particular 
emphasis on the Excess Profits Tax Act 
of 1950. The sessions have been planned 
to help those who have had considerable 
training and experience in tax matters. 


The program this year will include some 
17 lectures and three panel discussions. 
The sessions are being planned in such a 
way as to allow reasonable opportunity for 
audience participation both by discussion 
and question. William A. McSwain, Robert 
W. Wales, William N, Haddad, William M. 
Emery, Michael J. Sporrer and Walter J. 
Blum will preside and act as moderators. 
Outlines of each lecture with citations and 
suggested reading will be mailed to regis- 
trants in advance of this series. Over 25 
speakers—Roswell Magill, David W. Rich- 
mond, Allan H. W. Higgins and Joseph 
S. Platt, to name a few—who are well 
qualified and experienced in their particular 
field will participate from the speaking 
platform. 

The following is a tentative arrangement 
of the sessions and lectures: 


The year in review—a survey of current 
legislation, decisions and rulings for the past 
year 


A Review of Significant Court Decisions. 


Trends in the Treasury Department as 
Indicated by Recent Rulings. 


Discussion of the Revenue Act of 1951 
and Pending Legislation. 

Estate and gift tax planning 
Uses of Powers of Appointment; Draft- 
ing Problems and Suggestions. 


Tax-Wise 


Taxes... 
Tax People... 
Things Taxed... 


An Analysis of the Functions Performed 
by Life Insurance Contracts. 

Tax Planning in the Acquisition, Main- 
tenance and Transfer of Life Insurance Con- 
tracts; Utilization of the Marital Deduction. 

Panel Discussion on Hypothetical Prob- 
lem Concerning Insurance as a Part of 
Estate Planning. 


The Excess Profits Tax Act of 1950—an ex- 
position of basic structure, methods and opera- 
tion of the law 


Part I of the Act—General Features and 
Provisions. 

Part II of the Act—Income Credit After 
Tax-Free Exchanges; Acquiring and Com- 
ponent Corporations. 

Part III of the Act—Intercorporate li- 
quidations. 


The Excess Profits Tax Act of 1950—llus- 
trations of the manner in which the law oper- 
ates by application of the act to three typical 
fact situations (and variations) 

Formation of a Subsidiary. 

Liquidation of a Subsidiary. 

Absorption of Another Corporation. 


Panel Discussion on the Excess Profits 
Tax Act. 


Some procedural and business problems 
Tax Practice and Procedure in the Col- 
lector’s Office, Including Such Problems as 
Selection of Returns for Audit and Settle- 
ment of Controversies with the Collector. 
Tax Problems Arising Out of the Defense 
Program; Emergency Amortization, Renego- 
tiation, Repricing and Termination of De- 
fense Contracts, with Related Tax Problems. 
Executive Compensation; Tests of Rea- 
sonableness, Deferred Compensation Plans, 
Stock Options and Stabilization Limitations. 


Quiz Panel on Business Questions Sub- 
mitted by the Audience. 
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Tax problems of investors 


Tax Aspects of Investing in Real 
Estate; Planning for Current Yield, Ulti- 
mate Accumulation After Taxes, Utilization 
of Capital Gains. 


Tax Aspects of Investing in Oil and Gas, 
with Emphasis on Nonoperating Investors 
and the Effect of Various Special Methods 
of Financing. 

The fee for the conference remains at $30. 
Registration will be transferable among 
members of a firm. Further details or in- 
formation concerning the conference can 
be obtained from the University of Chicago, 
Fourth Annual Federal Tax Conference, 
Downtown Center, 19 South LaSalle Street, 
Chicago 3, Illinois. 


Federal Tax Forum.—The Federal Tax 
Forum will hold its annual Federal Tax 
Night, November 8, 1951, at the Hotel 
Roosevelt, New York City. Commissioner 
of Internal Revenue John B. Dunlap will 
be the principal speaker. Colin Stam, Chief 
of Staff of the Joint Committee on Internal 
Revenue Taxation, will be guest of honor. 
Tickets may be obtained from Miss Eugenia 
Reynolds, Secretary, Federal Tax Forum, 
902 Broadway, New York, New York. 


Mississippi Southern College.—The Second 
Annual Lawyers’ and Certified Public Ac- 
countants’ Tax Institute of Mississippi will 
be held October 18-19, 1951, at Mississippi 
Southern College, Hattiesburg, Mississippi. 
The afternoon of the second day will be 
devoted entirely to state taxes with Mr. 
A. H. Stone, Chairman, State Tax Commis- 
sion, as moderator. 


National Tax Association—The Forty- 
fourth Annual Tax Conference, sponsored 
by the National Tax Association will be 
held November 26-29 in Dallas, Texas. 
Headquarters for the conference will be the 
Adolphus Hotel. 


New York University. November 7-16 is 
the date set for the Decennial Institute on 
Federal Taxation, sponsored by New York 
University, Division of General Education. 
The meeting will be held at the Barbizon- 
Plaza Hotel where library facilities and 
hotel accomodations are available. 

The tuition at the institute is $95, of which 
$10 is an advance registration fee. Admis- 
sion cards are transferable among members 
of one firm. Hotel reservations should be 
secured through the Barbizon-Plaza. Ex- 
ecutive secretary of the Institute is Henry 
Sellin, New York University, Division of 
General Education, Washington Square, 
New York 3, New York. 
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Society of California Accountants.—The 
Society of California Accountants, District 
V, will sponsor a tax and accounting con- 
ference to be held November 5 and 6 at 
the Marine Memorial Club, 609 Sutter Street, 
San Francisco. The conference will be 
devoted to the practical problems which 
face the practicing public accountant in both 
tax and accounting work. 


Tax Practice Institute —“Federal Income 
Tax Saving in 1951 and 1952” will be the 
topic for a series of 30 two-hour lectures 
offered by the Tax Practice Institute in 
the Munsey Building, Washington 4, D. C. 
The course dates from October 8 to Decem- 
ber 19 with classes on Monday, Wednesday 
and Friday. 

Only accountants and attorneys are eligible 
for this course. Tuition for the complete 
course will be $66; books and materials are 
additional. 


Sometimes the Court 
Has a Word for It 


The listing below is that of tax words 
and tax phrases which have been defined 
by decisions of the Tax Court. The alpha- 
betically arranged list of definitions is not 
inclusive. It merely represents a collection 
of cases selected at random. 


Abnormal.—City Auto Stamping Company, 
CCH Dec. 15,269, 7 TC 354; Rochester 
Button Company, CCH Dec. 15,321, 7 TC 
529. 

Accumulated profits—General Foods Corpo- 
ration, CCH Dec. 14,182, 4 TC 209. 

Americas.—Rebecca S. Hamilton, CCH Dec. 
17,283, 13 TC 747. 

Assessed.—Lawrence W. Carpenter, 
Dec. 16,210, 10 TC 64. 

Associations.—Knoxville Truck Sales & 
Service, Inc., CCH Dec. 16,336, 10 TC 616. 

Bequest.—Mildred E. McDonald, CCH Dec. 
13,528, 2 TC 840. 

Carrying on _ business.—European Naval 
Stores Company, CCH Dec. 16,518, 11 TC 
127. 

Casualty.—Ray Durden, CCH Dec. 13,672; 
Postal Mutual Indemnity Company, CCH 
Dec. 14,068, 3 TC 1212. 

Citizen of a foreign country.—Isak S. Git- 
ter, CCH Dec. 17,222, 13 TC 520. 

Civic purposes.—Estate of Lucy Latham 
Boyles, CCH Dec. 14,474, 4 TC 1092. 

Claims against the estate.—Estate of William 
P. Metcalf, CCH Dec. 15,227, 7 TC 153. 


CCH 
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Compensation paid.—Lincoln Electric Com- 
pany, CCH Dec. 14,921, 6 TC 37. 

Completed.—Ehret-Day Company, CCH Dec. 
13,250, 2 TC 25. 

Consequence.—Laredo Bridge Company, CCH 
Dec. 15,196, 7 TC 17. 

Contemplation of death.—Estate of Charles 
J. Rasebault, CCH Dec. 16,748, 12 TC 1. 
Control.—American Bantam Car Company, 

CCH Dec. 16,601, 11 TC 397; Mojonnier 
and Sons, Inc., CCH Dec. 16,984, 12 TC 
837; Independent Oil Company, CCH Dec. 

14,960, 6 TC 194. 
Corporation surtax net income.—Basalt Rock 
Company, CCH Dec. 16,335, 10 TC 600. 
Deemed.—Ezra Shahmoon, CCH Dec. 17,271, 
13 TC 705. 

Deposits.—Estate of F. Herman Gade, CCH 
Dec. 16,326, 10 TC 585. 

Descendants.—Estate of Mable H. Houghton, 
CCH Dec. 13,538, 2 TC 871. 

Determined.—Lawrence W. Carpenter, CCH 
Dec. 16,210, 10 TC 64. 

Distributable income.—Estate of W. R. Burt, 
CCH Dec. 16,933, 12 TC 675. 

Distribution —William L. Mellon Trusts, 
CCH Dec. 16,519, 11 TC 135. 


Earnings and profits—Annis Van Nuys 
Schweppe, CCH Dec. 15,838, 8 TC 1224; 
Kimbrell’s Home Furnishings, Inc., CCH 
Dec. 15,267, 7 TC 339. 

Engaged in business.—European Naval Stores 
Company, CCH Dec. 16,518, 11 TC 127. 
Facility —Foote-Burt Company, CCH Dec. 

16,406, 10 TC 948. 

Fund.—Frances P. Bolton, CCH Dec. 13,015, 
1 TU Fae. 

Good will—D. K. MacDonald, CCH Dec. 
13,898, 3 TC 720. 

Gross income.—Leslie H. Green, CCH Dec. 
15,246, 7 TC 263. 

Guaranty.—Standard Oil Company of New 
Jersey, CCH Dec. 15,505, 7 TC 1310. 

Immediate—John R. Roach, CCH Dec. 
14,514, 4 TC 1255. 

In existence. — Eveready’ Loan Company, 
CCH Dec. 13,600, 2 TC 1035. 

In lieu.—Northwestern Mutual Fire Associa- 
tion, CCH Dec. 16,892, 12 TC 498; New 
Brunswick Trust Company, CCH Dec. 
17,064, 12 TC 1146. 

In registered form.—Victor B. Gilbert, CCH 
Dec. 14,915, 6 TC 10. 

Incident to.—Benjamin B. Cox, CCH Dec. 
16,407, 10 TC 955; Miriam Cooper Walsh, 
CCH Dee. 16,745, 11 TC 1093. 
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Incidental—Aviation Club of Utah, CCH 
Dec. 15,274, 7 TC 377. 

Indebtedness.—Journal Publishing Company, 
CCH Dec. 13,817, 3 TC 518. 

Inures to the benefit of —Aviation Club of 
Utah, CCH Dec. 15,274, 7 TC 377. 

Invest.—Harry Dunitz, CCH Dec. 15,361, 7 
TC 672. 

Issue.—Yale Petroleum Company, CCH Dec. 
13,601, 2 TC 1039. 

Lease —Truman Bowen, CCH Dec. 16,877, 
12 TC 446. 

Life annuities—Estate of Emily St. A. Taut, 
CCH Dec. 16,650, 11 TC 731. 

Nonbusiness debt.—Vincent C. Campbell, 
CCH Dec. 16,611, 11 TC 510. 

Normal earnings; inadequate standard.— 
Monarch Cap Screw & Manufacturing Com- 
pany, CCH Dec. 14,861, 5 TC 1220. 

Note.——Journal Publishing Company, CCH 
Dec. 13,817, 3 TC 518. 

Obligation —J. B. Steinel, CCH Dec. 16,287, 
10 TC 409. 

Ordinary and necessary.—Robert Edward 
Kleinschmidt, CCH Dec. 16,998, 12 TC 921. 

Paid.—Logan Engineering Company, CCH 
Dec. 16,986, 12 TC 860; Anthony P. Miller, 
Inc., CCH Dec. 15,377, 7 TC 729. 


Paid or accrued.—Joan Carol Corporation, 
CCH Dec. 17,101, 13 TC 83. 

Partnership.—N. B. Drew, CCH Dec. 16,757, 
iz TC 5. 


Passing.—Estate of Charles B. DuCharme, 
CCH Dec. 15,368, 7 TC 705. 


Payable.—Babette B. Israel, CCH Dec. 
16,734, 11 TC 1064. 


Payment.—Estate of Modie J. Spiegel, CCH 
Dec. 16,898, 12 TC 524. 


Pensions.—South Texas Commercial Bank of 
Houston, CCH Dec. 15,379, 7 TC 764; 
Estate of Emily St. A. Tait, CCH Dec. 
16,650, 11 TC 731. 


Principal sum.—Elsie B. Gale, CCH Dec. 
17,261, 13 TC 661. 


Property——Difco Laboratories, Inc., CCH 
Dec. 16,350, 10 TC 660; Cresson Consoli- 
dated Gold Mining & Milling Company, 
CCH Dec. 16,541, 11 TC 192; International 
Investment Corporation, CCH Dec. 16,640, 
11 TC 678. 


Reasonable allowance.—Leonard Refineries, 
Inc., CCH Dec. 16,727, 11 TC 1000. 


Recognized.—Bertha A. Henry, CCH Dec. 
15,241, 7 TC 228. 


Rent.—Truman Bowen, CCH Dec. 16,877, 12 
TC 446. 


789 


Residence.—Arthur J. H. Johnson, CCH 
Dec. 15,730, 7 TC 1040; Michael Downs, 
CCH Dec. 15,431, 7 TC 1053; J. Gerber 
Hoofnel, CCH Dec. 15,468, 7 TC 1136; 
Zareh Nubar, CCH Dec. 17,244, 13 TC 566. 

Revoke.—Estate of Harry Holmes, CCH 
Dec. 13,841, 3 TC 571. 

Rights. —E. T. Weir, CCH Dec. 16,412, 10 
TC 996. 

Securities—Wellington Fund, Inc., 
Dec. 14,166, 4 TC 185. 


Sell._—Estate of Frank K. Sullivan, CCH 
Dec. 16,409, 10 TC 961. 


Services rendered—Guy C. Myers, CCH 
Dec. 16,606, 11 TC 447. 


Single tract or parcel.—Amherst Coal Com- 
pany, CCH Dec. 16,555, 11 TC 209. 

Subject of a foreign country.—Isak S. Gitter, 
CCH Dec. 17,222, 13 TC 520. 

Such mines.—Estate of H. M. Holloway, 
CCH Dec. 16,426, 10 TC 1045. 


Such _ services—Harry L. Additon, CCH 
Dec. 13,794, 3 TC 427. 


Terminate.—Estate of Harry Holmes, CCH 
Dec. 13,841, 3 TC 571. 


The property.—Black Mountain Corporation, 
CCH Dec. 14,852, 5 TC 1117; Frank Lyons, 
CCH Dec. 16,344, 10 TC 634; Estate of 
H. M. Holloway, CCH Dec. 16,426, 10 TC 
1045. 


Total deficiency.—Maitland A. Wilson, CCH 
Dec. 15,287, 7 TC 395. 

Unidentified persons.—Robert F. Chapman, 
CCH Dee. 13,896, 3 TC 708. 


CCH 


What? No Bar and Stools? 


In Kentucky you can have beer served 
while seated in an automobile, provided the 
automobile is parked on licensed premises 
and not on the street. The Attorney Gen- 
eral ruled on a malt beverage retailers 
license, holding that the licensee is author- 
ized to sell and serve beer in a drive-in 
restaurant. : 


Reduces Taxes 


The Coyote State lopes down tax reduc- 
tion road. South Dakota becomes the first 
state to complete the finances of a World 
War II bonus and the tax levies for re- 
tirement for 1949 and 1951. Veterans’ 
bonuses will all be eliminated after Octo- 
ber, 1951. The Veterans’ Bonus Board and 


the State Board of Equalization have found - 


the amount in the fund, plus estimated 
collections, to be enough to retire the in- 
debtedness. 
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As a result, two mills will be taken off the 
property tax for 1951 valuations. After 
October 1, the sales and use tax will be 
2 per cent instead of 3 per cent; the ore 
severance tax will go down from 5 per cent 
to 4 per cent; the motor vehicle registration 
tax will be 2 per cent instead of 3 per cent; 
and alcoholic beverages, cigarettes, cigarette 
papers and wrappers will not be subject to 
the sales tax. 


Washington Corporate Income Tax 
Held Unconstitutional 


The State of Washington’s new corporate 
excise tax which imposed a franchise tax 
measured by net income of corporations at 
a 4 per cent rate has been held unconstitu- 
tional by the state supreme court on three 
grounds. Power, Inc. et al. v. Huntley et al, 
2 stc § 250-145 (August 20, 1951). 

First, the tax violates the uniformity 
requirement of the state constitution inas- 
much as “the so-called corporate excise tax 
is in truth and fact not an excise tax but 
a tax on property, that is, income, and as 
the property of corporations may not be 
subject to a tax not imposed upon the 
property of competing copartnerships and 
individuals, it violates the uniformity pro- 
visions of the state constitution.” 

Second, the act discriminates against 
corporations doing business on a calendar 
year basis in view of Section 38 (h) which 
defines what constitutes a fiscal year. 

Third, the act is void because the title 
contains two unrelated subjects. 

To replace the unconstitutional corporate 
franchise tax, the legislature in a one-week 
special session sent to the Governor a whole 
new program of tax laws. S. B. 22, awaiting 
signature by the Governor, levies a 20 per 
cent surtax on the business and occupation 
tax and imposes a 10 per cent surtax on 
the public utilities tax. In addition, it makes 
the furnishing of lodging and related serv- 
ices subject to the sales tax between No- 
vember 1, 1951, and May 1, 1953. The bill 
raises the wholesale grain dealers’ business 
and occupation tax from .01 per cent of 
gross proceeds to .25 per cent between the 
same period, provides a 10 per cent tax on 
retail sales of alcoholic beverages by state 
liquor stores and levies a soft drinks tax 
of 4 cent for each 12 fluid ounces on bottled 
drinks and of 40 cents a gallon on syrup 
concentrates. 


| (Continued on page 822) 
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Assistant Commissioner Winkle 


. . . The Revenue Bill 


Washington Tax Talk | 


Our Cover 


The oath of office as Assistant Commis- 
sioner of Internal Revenue was taken by 
Justin F. Winkle on September 18, 1951. 
The installation of Mr. Winkle followed by 
seven weeks the inauguration of the Honor- 
able John B. Dunlap as Commissioner of 
Internal Revenue. Thus, within less than 
two months, a “new team” has been in- 
stalled in two of the top executive positions 
in the Bureau. 

The selection of Mr. Winkle is considered 
by experienced observers as fortunate for 
the public service. A 40-year-old career man 
who entered the government service in 1927 
and a member of the District of Columbia 
bar, he is recognized as a strong advocate 
of better management in government. Dur- 
ing the last war he served in the Navy and 
was released with the rank of Lieutenant 
Commander. For 17 years Mr. Winkle has 
acted in various positions of ever-increasing 
responsibility in the Bureau of Internal 
Revenue. Just prior to his recent appoint- 
ment, he occupied the position of Assistant 
Head of the Commissioner’s Management 
Staff. 

Most of Mr. Winkle’s adult life, except 
for his Navy experience, has been devoted 
to the Internal Revenue Service. During 
his tenure in the service, he has furnished 
convincing evidence of the broad and pro- 
gressive thinking that he will bring to his 
new position as Assistant Commissioner. 
The breadth of his interests in the tax ad- 
ministration field is shown by the nature 
of two special assignments he has had dur- 
ing the past three years—the one, a mission 
to London to study the management as- 
pects of the British tax system; the other, 
a survey of certain aspects of the Illinois 
revenue system made at the request of the 
“Little Hoover Commission” of Illinois. He 
has also participated actively in the pro- 
grams of various tax associations and has a 
deep interest in the tax problems of state 


Washington Tax Talk 


and local governments. He is a skilled 
administrator and executive of high planning 
and organizing ability. An associate of Mr. 
Winkle has described him as “thorough in 
preparation and forceful and fearless in 
execution.” The cumulative effect of his 
experience, interests and talents is to bring 
to the office of Assistant Commissioner those 
characteristics of vigor, ability, forthright- 
ness, fairness, firmness and a scrupulous re- 
gard for the public trust that are calculated 
to raise the standards of federal tax ad- 
ministration to still higher levels. 


The Internal Revenue Code provides that 
there shall be in the Bureau of Internal 
Revenue two Assistant Commissioners who 
shall be appointed by the President, by and 
with the advice and consent of the Senate, 
and that they shall perform such duties as 
may be prescribed by the Commissioner 
or required by law. By Commnissioner’s 
order of November 14, 1949, and in line with 
the recommendations of a nationally known 
management-engineering firm, a clear demarca- 
tion and assignment of duties was established 
as between the two Assistant Commis- 
sioners, one in charge of technical matters, 
the other tesponsible for operations. 


The Assistant Commissioner (Technical) 
was assigned general superintendence over 
all of the technical functions of the revenue 
service. These include responsibility for the 
preparation of regulations and rulings and 
decisions relating to the interpretation of 
laws governing the determination of tax lia- 
bility. The incumbent of this position is the 
Honorable Fred S. Martin. Tax practitioners 
and others who have had occasion to meet 
and deal with Assistant Commissioner Mar- 
tin are agreed that in the technical field 
the Bureau has a capable leader in the 
highly complex problems of statutory in- 
terpretation and application. 

To the Assistant Commissioner (Opera- 
tions) was delegated superintendence over 
all operational activities of the revenue serv- 
ice. This is the position to which Mr. 
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Winkle has been appointed. Subject to the 
direction of the Commissioner, he assumes 
management responsibility for programming 
and superintending operations involving the 
collection of nearly $60 billion of taxes 
annually, the receipt and processing of 90 
million returns filed in connection with 72 
classes of tax, the refunding of $2.5 billion 
to 30 million persons each year, the admin- 
istrative direction of the 57,000 employees 
of the Internal Revenue Service and the ex- 
penditure of a quarter of a billion dollars 
of appropriated funds annually. 


In conformity with the Treasury Depart- 
ment program of management improvement, 
the Bureau has been moving ahead rapidly 
in matters of mechanization, procedural 
streamlining, improvement of forms and in- 
structions, and other measures designed to 
increase the efficiency and effectiveness of 
tax administration. Assistant Commissioner 
Winkle’s efforts while in prior positions 
have contributed much toward these im- 
provements over the past few years. It 
may therefore be expected that he will 
continue to press energetically for a stepped- 
up program of advancement along these and 
related lines. 


Mr. Winkle recognizes the extreme de- 
pendence of the tax collecting agency on a 
thorough understanding by all citizens of 
their obligations under the taxing statutes, 
on the willingness of the people to comply 
with these statutes voluntarily and on the 
aid given by employers and others to the 
tax collection procedures. His efforts on 
this front, therefore, will be directed to- 
wards measures designed to facilitate the 
citizen’s acquaintance with and understand- 
ing of his tax-paying responsibilities. This 
he hopes can be accomplished in large mea- 
sure through clearer instructions, improved 
forms and more personal assistance from 
Bureau employees. He shares the deter- 
mination of Commissioner Dunlap to take 
all steps necessary to enhance the respect 
of honest citizens for the Internal Revenue 
Service and to increase the willingness of 
the general public to cooperate in complying 
with the tax laws by taking vigorous action 
against the relatively few cheaters who are 
failing to carry their share of the tax load. 
He subscribes wholeheartedly to the propo- 
sition that one way to reduce expenses is 
for every person to pay the correct amount 
of tax in the first instance. 

There was a time in years past when the 
services of lawyers, accountants and clerks 
were all that was needed to administer the 
tax laws satisfactorily. That situation, how- 
ever, has been changed radically by the 


growth of the federal tax system and by 
progress on all fronts of our economy. To- 
day, the efficient tax administrator has need 
for the services of specialists from many 
professions and technical fields. Actuaries, 
valuation engineers, statisticians, records 
engineers, methods analysts, economists, 
chemists and management engineers are 
some of the specialists whose skills are 
being applied in a very practical manner to 
the present-day problems of tax administra- 
tion. Fortunately for the Internal Revenue 
Service, Mr. Winkle brings to his new posi- 
tion a broad understanding of the import- 
ance of the role played by all of these 
professions in a progressive revenue service. 
He feels that every avenue that offers op- 
portunity for more efficient and economical 
operations or for better service to the tax- 
payer should be explored. 


There is no thought by Mr. Winkle that 
he can accomplish singlehandedly all the 
objectives in which he so strongly believes. 
He is a firm believer in the importance of 
staff teamwork and the need for high morale 
and unity of purpose on the part of all em- 
ployees of the revenue service. It is also 
his hope that interested groups such as bar 
associations and accounting societies and 
other professional organizations will be able, 
either through tax management sections or 
otherwise, to make important advisory con- 
tributions to better tax administration. 


When he assumed office, Commissioner 
Dunlap said that he had: 


“... tremendous respect and admiration 
for the integrity of the people who make 
up the Internal Revenue Service. They are 
honest, hard-working and efficient. They 
are loyal. They are the Bureau. I think 
the fact that out of a total of over 57,000 
members of our official family we have had 
a mere handful of individuals who have 
failed to measure up to our traditionally 
high standards of loyalty, faithfulness, and 
honesty, bears striking witness to the seri- 
ousness with which our people treat the 
important public trust which is theirs. .. . 


“There may be some few within our Serv- 
ice who, even now, do not measure up to 
our standards; possibly some who may have 
betrayed their high trust. I assure you 
and the public that these few will be elimi- 
nated from our Service quickly whenever and 
wherever their irregularities are detected. 
In simple fairness to all of our honest and 
loyal employees, it is necessary that no one 
be allowed amongst us who might cause 
the spendid reputation of our people and our 
Service to be smeared by any faithlessness 
to his public trust.” 
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Mr. Winkle has told us that he joins 
Commissioner Dunlap wholeheartedly and 
emphatically in that statement. 


The problems of tax administration were 
discussed by Mr. Winkle in an address to 
the 1948 Conference of the National Tax 
Association. At that time he said: 


“IT would like to emphasize that none of 
us in the Bureau have a thin-skinned -ap- 
proach to this matter of improving tax ad- 
ministration. It is a trite but truthful saying 
that kites rise against the wind—not with it.” 


This is a capsule statement of Mr. Winkle’s 
personal philosophy and the management 
approach he will take to his new job. 


Congress 


1951 Revenue Bill—The Senate Finance 
Committee concluded its preliminary work 
on the Revenue Bill of 1951 on September 
11. The Senate bill is expected to raise 
around $5.9 billion in additional revenue. 
This compares with $7.2 billion in the House 
version, and $10 billion asked by the Ad- 
ministration. 


Among the decisions which the committee 
made are the following: 


Business Income of Schools—Agreed to 
tax the unrelated business income of state 
universities and other schools of govern- 
mental units. 

Carry-Over of Losses—Agreed to permit 
1948 and 1949 losses to be carried forward 
for four years instead of two, and agreed 
to permit corporations which commenced 
business after 1945 to carry net operating 
losses for the years 1946 to 1949 forward 
for four years instead of two. 

China Trade Act Corporations —Agreed to 
add a provision granting an extension of 
time until December 31, 1953, for filing re- 
turns in the case of China Trade Act cor- 
porations. However, discretion is left with 
the.Commissioner as to the granting of this 
extension of time. 


Cooperatives.—Reconsidered its previous 
action with respect to both the tax-exempt 
and taxable cooperatives and agreed to a 
substitute which revised Code Section 101(12) 
to provide that cooperatives exempt under 
this section are to be taxable on all earn- 
ings not definitely allocated to the accounts 
of patrons. The Commissioner is to require 
reporting on patronage dividends which 
are allocated to the accounts of patrons 
in amounts of $100 or more and is to have 
the discretion to require reporting on amounts 
of less than $100. It was agreed that patron- 
age dividends are to be subject to the same 
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withholding requirements as corporate divi- 
dends. The committee also instructed the 
Treasury and the staff to study and report 
by April 1, 1952, on the possibility of with- 
holding against the reserves allocated (with 
special reference to the distinction between 
marketing and purchasing cooperatives) and 
on the methods used in allocating reserves 
and the form and character of the certifi- 
cates issued, to the end that one tax—not a 
double tax—may be actually collected on 
such allocated reserves. 


Corporate Rates—Reaffirmed its decisions 
on the 52 per cent corporate rate previously 
announced, but changed the effective date 
of such increase from January 1, 1951, to 
April 1, 1951. Previous action with respect 
to the 70 per cent ceiling rate for the com- 
bined corporate income and excess profits 
tax rates has been modified to provide in- 
stead a 17 per cent ceiling rate on excess 
profits tax and consolidate return tax with- 
out any ceiling for income tax rates. This 
is equivalent to providing a ceiling rate on 
income and excess profits taxes which is 
never quite equal to 69 per cent as com- 
pared to the 70 per cent previously adopted 
and is believed to be more favorable to 
small corporations. 


Death Benefits—Agreed to a provision ex- 
cluding from gross income death benefits 
not in excess of $5,000 paid by an employer 
to employees’ beneficiaries in accordance 
with a pre-existing contract. 


Dependents.—Raised from $500 to $600 the 
amount which an individual can earn and 
still be a dependent. 


Employees’ Pension Funds.—Agreed that 
Code Section 22(b)(2)(B), relating to em- 
ployees’ pension funds, should include annuity 
contracts providing for variable amounts. 


Employees’ Profit Shares—Agreed to pro- 
vide capital gain treatment for amounts re- 
ceived by an employee, upon termination 
of his employment, in exchange for his re- 
lease of a right to receive a percentage of 
future profits or receipts. This provision 
is to be limited to cases where the taxpayer 
has been employed for more than 20 years 
and has held such rights to future profits 
or receipts for at least 12 years. 


Employees’ Stock Options.—Agreed that, 
in the case of stock distributions under 
profit-sharing plans made when the em- 
ployee retires, the appreciation in the value 
of the stock after being deposited in the 
fund by the employer is not to be taxable 
(at capital gain rates) until the employee 
sells the stock rather than at the time it 
is distributed to him as at present. 
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Joint and Survivor's Annuities —Agreed to 
amend Code Section 113(a)(5) to provide 
that where a joint and survivor’s annuity is 
included in the decedent’s gross estate its 
basis for income tax purposes is to be the 
value at which the survivor’s interest was 
included in the estate. 


LIFO Inventories—Agreed to a change in 
the treatment of replacements of LIFO in- 
ventories so that they will be deemed re- 
placements of the earliest liquidated portions 
rather than of the part last liquidated. 


Medical Expenses—Added a provision to 
eliminate the 5 per cent limitation on the 
deduction of medical expenses of a tax- 
payer and his spouse where such taxpayer 
is over age 65. 


Percentage Depletion—Agreed to include 
magnesium compounds (magnisite, dolomite, 
and brucite) in the 10 per cent class and 
aplite in the 15 per cent class, Agreed 
to grant a percentage depletion allowance 
of 5 per cent for salt and wells containing 
brines of calcium chloride, magnesium, 
chloride, sodium chloride, potassium chloride 
or bromine. 


Personal Holding Companies.—Agreed to 
extend Section 112(b)(7) to cover liquida- 


tions of personal holding companies during 
1952. 


Redemption of Stock to Pay Death Taxes.— 
Agreed that, in the case of a redemption of 
stock to pay death taxes, the redemption 
is not to be considered a taxable dividend 
if the stock represents more than 25 per 
cent, rather than the present 50 per cent, 
of the value of the net estate. 


Regulated Investment Companies—Agreed 
to the House provision permitting venture 
capital companies to qualify as regulated in- 
vestment companies, with certain technical 
amendments. 


Restricted Stock Options—Agreed that in 
the case of restricted stock options the op- 
tion is to be considered as having been 
granted at the time it is approved by the 
board of directors if subsequently ratified. 


Section 102 Surtax—Agreed to exclude 
net long-term capital gains from the undis- 
tributed surplus subject to the Section 102 
tax, but the capital gain tax is not to be 
allowed as a deduction in computing income 
subject to the Section 102 surtax. 


SEC-ordered Exchanges.—Agreed to amend 
Supplement R, relating to exchanges and 
distributions under orders of the SEC with- 
out recognition of gain, to provide that 
corporations may qualify as being members 
of a “system group” even though the parent 
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corporation does not meet the 90 per cent 
stock ownership test in the case of relatively 
unimportant small issues of stock. 


Servicemen.—Agreed that persons dying in 
combat zones or from wounds received in 
combat zones are to be exempt from estate 
taxes and relieved of income tax due at the 


time of death in the same manner as pro- 
vided in World War II. 


S pin-offs—Agreed to extend the corporate 
reorganization provisions to permit spin- 
offs without recognition of gain or loss. 


War Losses—(1) Added an amendment 
providing that in the case of war-loss re- 
coveries the tax for the loss year is to be 
recomputed, taking in the recovery at its 
depreciated cost on the date of the loss or 
its fair market value on the date of the 
recovery, whichever is lower, and (2) agreed 
to an amendment providing that where prop- 
erty is recovered for which no war-loss 
deduction has been taken no gain will be 
recognized. 


Tax Futures.—The Report of the Joint 
Committee on the Economic Report, under 
the chairmanship of Senator O’Mahoney, 
contains some interesting staff-prepared 
material on the long-term implications of 
the defense program. Some excerpts from 
that material follow: 


This committee has repeatedly empha- 
sized since last July [1950] that the nation 
faces a long period—perhaps a decade or more 
—of high-defense expenditures and interna- 
tional tensions. It pointed out that even if 
peaceful settlement is effected in one area, 
international communism directed from the 
Kremlin may continue at various times and 
places over many years to generate and 
make use of trouble spots which will threaten 
the peace of the world and the survival of 
all free nations. Some of the implications 
of these circumstances over the next four 
or five years deserve careful analysis. 


The federal budget may be sub- 
stantially larger for fiscal 1953 than for 
fiscal 1952, even assuming an early peaceful 
settlement in Korea. If the present pro- 
gram of defense preparedness is carried 
through to completion in accord with pres- 
ent plans and objectives (as this staff is able 
to interpret them), it would appear that 
total budget expenditures might reach a 
peak of about $87 billion in fiscal 1953, and 
drop slightly to about $84 billion in fiscal 
1954, then to about $72 billion in fiscal 
1955, and then stabilize at about $60 billion 
in fiscal 1956. 


(Continued on page 840) 
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Personal Holding Company Status 


By BRUCE H. GREENFIELD, Philadelphia Attorney 


THE DIFFICULTY OF RECOGNIZING AND AVOIDING PERSONAL 
HOLDING COMPANY STATUS MAKES ‘‘WHAT IS REASONABLE CAUSE 
FOR FAILURE TO FILE RETURN?’’ A MOST LITIGATED QUESTION 


TH personal holding company provisions? 
are a perennial “sleeper” in the field of 
federal corporate income tax law. Cases 
in which corporate taxpayers have failed to 
recognize their status as personal holding 
companies appear with shocking regularity. 
True to this pattern, the Tax Court had to 
pass upon four of these cases in the first six 
months of 1951.? 


The consequences of a corporation’s failure 
to recognize its personal holding company 
status may be very costly. The personal 
holding company tax rates start at 75 per 
cent and are a staggering 85 per cent on 
amounts over $2,000. Obviously, this almost 
confiscatory rate does not permit taking 
calculated risks as to the imposition of the 
tax. If a corporation knows it is a personal 
holding company, it can avoid this tax by 
distributing to its stockholders the income 
that would otherwise be subject to the tax. 
If it is ignorant of its status and fails to file 
a personal holding company return, it may 
be liable for the customary 25 per cent 
delinquency penalty as well as the tax. 


Fortunately, the personal holding com- 

pany provisions are generally definite and 
’ certain in their application. Thus, a cor- 
poration is in a position to know whether 
or not it is a personal holding company. 


1 Code Secs. 500-511. 

2 Burton Swartz Land Corporation, CCH Dec. 
18,105(M), 10 TCM 92 (1951); Hlectroline 
Sales Company, CCH Dec. 18,110(M), 10 TCM 
113. (1951); Simone Corporation, CCH Dec. 
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It would appear, therefore, that the neglect 
which underlies the frequency with which 
corporations overlook their personal holding 
company status probably results from associa- 
tion of the personal holding company provi- 
sions with a very limited type of situation 
given publicity at the time these provisions 
were enacted. The report of the Ways and 
Means Committee explaining the introduc- 
tion of the personal holding company pro- 
visions in 1934 contained the following 
statement: 


“Perhaps the most prevalent form of tax 
avoidance practiced by individuals with 
large incomes is the scheme of the ‘incor- 
porated pocketbook’. That is, an individual 
forms a corporation and exchanges for its 
stock his personal holdings in stocks, bonds, 
or other income-producing property. By 
this means the income from the property 
Pays corporation tax, but no surtax is paid 
by the individual if the income is not dis- 
tributed.” ® 


The extensive 1937 amendments to the 
personal holding company provisions also 
emphasized certain spectacular aspects of 
those provisions related generally to one- 
man corporations. Thus, one amendment 
was designed to close the “incorporated 
talent” loophole by which movie stars, engi- 


18,109(M), 10 TCM 110 (1951); Plastic Parts 
Development Corporation, CCH Dec. 18,400(M), 
10 TCM 584 (1951). 


*H. Rept. No. 704, 73d Cong., 2d Sess., p. 11. 
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neers, architects, etc., formed corporations 
which contracted for their services at a 
relatively modest figure and which then 
contracted out their services with third 
parties at a much higher figure. This device 
is to be distinguished from the more recent 
attempts by Hollywood stars to reduce 
their taxes by forming their own produc- 
tion companies, which plan, of course, is 
now dealt with by the “collapsible corpora- 
tion” provisions of the Revenue Act of 1950.* 
Another 1937 amendment dealt with situa- 
tions involving what were called “incor- 
porated yachts” and “country estates.” In 
these arrangements the expenses of operat- 
ing and maintaining property for a taxpayer’s 
personal benefit were used to offset his income. 


Although the personal holding company 
provisions are generally thought of in con- 
nection with special and limited situations 
of the type described, their terms give them 
a much broader application. Thus, accord- 
ing to figures in the annual report of the 
Commissioner of Internal Revenue for the 
fiscal year ending June 30, 1950, almost 
6,000 personal holding company returns 
were filed in that year. Bureau studies indi- 
cate that personal holding company questions 
reach the protest stage as often as Section 
102 questions and are more often litigated in 
the Tax Court. 


DEFINITION OF PERSONAL 
HOLDING COMPANY 


Consideration of the statutory definition 
of “personal holding company”* will show 
that the personal holding company provi- 
sions do not relate solely to one-man 
corporations. A corporation is classified as 
a personal holding company if two require- 
ments are satisfied—a stock-ownership re- 
quirement and a gross-income requirement. 
Under the stock-ownership requirement, 
more than 50 per cent in value of the cor- 
poration’s outstanding stock must be owned 
during the last half of the taxable year 
directly or indirectly by or for not more 
than five individuals. Under the gross- 
income requirement, a specified percentage 
of a corporation’s gross income must be 
“personal holding company income,” as de- 
fined by the Code. 


Stock-Ownership Requirement 


The stock-ownership requirement applies 
to a very large percentage of family cor- 


4 Sec. 212, Revenue Act of 1950. 
5 Code Sec. 501. 
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porations and to many modest-sized publicly 
owned corporations. To avoid satisfying this 
requirement, a corporation must have a 
minimum of eleven individual shareholders, 
if the shares are divided equally among 
them, and probably more if the shares are 
held in unequal amounts. But to thwart 
avoidance of this requirement by paper 
transfers of ownership, the Code sets up an 
elaborate pattern of constructive ownership 
of stock under which stock held by a num- 
ber of persons may be treated as if owned 
by one person. 


According to this pattern, an individual 
is deemed to own stock owned directly or 
indirectly by or for two members of his 
family or by or for his partner. He is also 
deemed to own stock owned directly by or 
for a corporation, partnership, estate or 
trust, in proportion to his interest in such 
entities. Thus, in applying the stock-owner- 
ship requirement, the ownership of stock 
held by a corporation may be traced to 
individual owners, even through a chain of 
corporations.* If he has an option to buy 
stock, it is considered owned by him, and 
under certain conditions, his holding of 
securities convertible into stock is treated 
as the holding of stock. In addition to these 
elaborate but relatively clear rules, the Code 
requires that certain forms of constructive 
ownership be treated as actual ownership for 
the purpose of a further application of the 
rules of constructive ownership. 


If you have the general principles relative 
to the ownership requirement in mind, you 
are equipped to detect this personal holding 
company danger signal. Once the warning 
is sighted, you will have to take a slide rule 
in hand and refer to the statute and the 
Regulations which provide an example of 
its application. Since the stock-ownership 
requirement is based upon the value of the 
stock held, it is necessary to determine rel- 
ative values where a corporation has more 
than one class of stock.’ Such a determina- 
tion may involve a full-dress valuation dis- 
pute, because the stock of a corporation 
under consideration as a personal holding 
company is generally not traded frequently 
or in large lots. 


Without going into those rules further, it 
can readily be seen that they constitute a 
highly reinforced barrier which may affect 
and restrict corporations even though they 
are not in the pockets of any one, ten or a 
larger number of individuals. 


* Porto Rico Coal Company, CCH Dec. 11,777, 
44 BTA 221 (1941). 
7 Regs. 111, Sec. 29.501-3. 
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Before leaving the stock-ownership re- 
quirement, I should like to call your atten- 
tion to its possible relationship to the “thin 
incorporation” theory which has recently 
been the subject of much interest. Thinly 
capitalized corporations have been denied 
interest deductions for debt securities on the 
ground that they were, in effect, stock.* Stock- 
holders who made loans to such corporations 
have been denied bad debt deductions on the 
grounds that the debts were really part of 
the corporation’s equity capital. In the light 
of these developments, might not the courts, 
for purposes of the personal holding com- 
pany ownership requirements, also treat 
debt as stock?” If so, a thinly capitalized 
corporation whose stock is widely held but 
which has borrowed a large amount from 
one person may be transformed into a per- 
sonal holding company. If the application 
of the ownership requirement is successfully 
asserted on such a basis, it will almost cer- 
tainly take the taxpayer by surprise. The 
imposition of personal holding company 
liability on such at attenuated basis might 
well be considered automatically to provide 
reasonable cause for failure to file.a per- 
sonal holding company return. This would 
preclude imposition of the 25 per cent 
penalty for failure to file and prevent dis- 
qualification from using the deficiency- 
dividends procedure discussed below. 


Gross-Income Requirement 


Fortunately, the broadly applicable stock- 
ownership requirement cannot by itself 
brand a corporation as a personal holding 
company. The gross-income requirement 
must also be met, and it is more limited in 
its sweep. Under this requirement, at 
least 80 per cent of a corporation’s gross 
income for the taxable year must be “per- 
sonal holding company income.” Once a 
corporation qualifies as a personal holding 
company, the minimum qualifying percent- 
age is reduced from 80 per cent to 70 per 
cent until the stock-ownership requirement 
is not met during the last half of a year or 
until there have been three consecutive 
years in each of which personal holding 
company income was less than 70 per cent 
of gross income. 


Determination of whether the qualifying 
percentage of the corporation’s “gross in- 


8’ Mullin Building Corporation, CCH Dec. 
16,013, 9 TC 350 (1947), aff’d 48-1 ustc { 9261, 
167 F. (2d) 1001 (CCA-3); Swoby, CCH Dec. 
16,219, 9 TC 887 (1948). 

® Janeway, CCH Dec. 13,290, 2 TC 197 (1943), 
aff'd 45-1 ustc J 9162, 147 F. (2d) 602 (CCA-2); 
Schnitzer, CCH Dec. 17,094, 13 TC 43 (1949); 
Dobkin, CCH Dec. 17,767, 15 TC 31 (1950). 
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Mr. Greenfield is associated with the law 
firm of Sundheim, Folz, Kamsler & Goodis. 





come” is “personal holding company income” 
requires an understanding of the meaning 
of each of these concepts. Section 502 of 
of the act defines “personal holding com- 
pany income.” Considered very generally, 
it is income which is nonoperating income, 
as contrasted with income from commercial 
or industrial operations. The principal 
types of income so designated are divi- 
dends, interest, royalties, annuities and 
gains from the sale of stock or securities. 
Rents also may be personal holding com- 
pany income. Excluded by earlier law, the 
1937 act designated rents, with a qualifica- 
tion, as personal holding company income. 
If rents constitute 50 per cent or more of 
gross income, they are not considered per- 
sonal holding company income. In addi- 
tion to the types of income enumerated, 
gains from futures transactions in com- 
modities, income from trusts and estates, 
and amounts received under personal-service 
contracts are also includible in personal 
holding company income. Mineral, oil and 
gas royalties are also personal holding 
company income, unless, as in the case of 
rents, they constitute 50 per cent or more 
of gross income and unless deductible ex- 
penses constitute 15 per cent or more of 
gross income. 


Another type of income classified as per- 
sonal holding company income is compen- 
sation for the use of property where at any 
time during the taxable year 25 per cent 
or more of the corporation’s stock is owned 
directly or indirectly by or for an individ- 
ual entitled to the use of the property. 
This provision, now contained in Section 
502 (f) of the Code, was designed to com- 
bat situations in which individuals trans- 
ferred yachts, city residences and country 
estates to corporations dnd then rented 
them to themselves.” Unfortunately, as is 
so often the case with loophole-plugging 
legislation, this provision applies to situa- 
tions not within its original intent, and in- 
nocent corporations have unwittingly become 
personal holding companies.” The Rev- 
enue Act of 1950 gives relief from past 
oversights by providing that Section 502 (f) 


7 But see Washmont Corporation v. Hend- 
ricksen, 43-2 ustc { 9556, 137 F. (2d) 306 
(CCA-9). 


1H. Rept. No. 1546, 75th Cong., 1st Sess., 
Dp. 6. 

2S. Rept. No. 2375, 81st Cong., 2d Sess., 
p. 64. 


797 


shall not apply with respect to rents re- 
ceived during taxable years ending after 
December 31, 1945, and prior to January 1, 
1950, if such rents were received by the 
lessee, in the operation of a bona fide 
commercial, industrial or mining enterprise, 
of property of the taxpayer.” 


There has been relatively little difficulty 
in the application of the personal holding 
company income definition. In unconven- 
tional situations, however, it does oc- 
casionally become necessary for the courts 
to determine whether a particular form of 
receipt falls within one of the enumerated 
categories. Thus, the question has arisen 
whether amounts labeled “carrying charges” 
in connection with a loan are interest.” 
Profits from the purchase and sale of con- 
ditional sales contracts have been held not 
to be interest.” There has been little ques- 
tion as to the meaning of “rents.” However, 
there have been a few cases interpreting 
the provision dealing specifically with 
amounts received by a corporation for the 
use of corporate property by a stockholder.” 


The scope of the word “royalties” has 
also been litigated in a dozen or so cases. 
Two of the most interesting of these cases, 
both relating to the same taxpayer and 
decided by the Tenth Circuit Court, in- 
volved the familiar institution of a decade 
or so ago—bank night. In the first of the 
two cases, license payments were received 
by the taxpayer under contracts with theater 
owners granting them the right to use the 
name “bank night,” including copyrights 
and patents pending, and providing for cer- 
tain equipment and supplies. These pay- 
ments were held to be royalty payments, 
although thereafter the patent and copy- 
right applications were denied.“ In the 
second case, involving a taxable year after 
it was known that the taxpayer had no 
trade-mark and patent rights and in which 
the taxpayer changed its method of mar- 
keting from a written to an oral contract 
in which. payments were said not to be 
royalties, the income was held not to con- 
stitute royalties.” 

In most situations, however, there is little 
difficulty in identifying interest, dividends, 
royalties or rents. 


13 Sec, 223, Revenue Act of 1950. 

4% Compare Southeastern Finance Company, 
CCH Dec. 14,470, 4 TC 1069 (1945), and Elk 
Discount Corporation, CCH Dec. 14,179, 4 TC 
196 (1945). 

1% Western Acceptance Corporation, CCH Dec. 
12,481, 46 BTA (1942). 

16 Furniture Finance Corporation, CCH Dec. 
12,400, 46 BTA 240 (1942); Hatfried, Inc. v. 
Commissioner, 1947-1 vustc { 9294, 162 F. (2d) 
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Since a corporation may’ be treated as a 
personal holding company only if its per- 
sonal holding company income represents a 
specified. percentage of its gross income, 
proper computation of the “gross income” 
is necessary to the determination of a cor- 
poration’s personal holding company status. 
The gross-income figure is also required to 
determine whether rents and mineral, oil 
and gas royalties are personal holding com- 
pany income, since they have that status 
only if less than 50 per cent of gross 
income. 


Notwithstanding the importance of the 
gross-income concept to the personal hold- 
ing company provisions, “gross income” 
is not defined. The Regulations advise that 
“the determination of gross income must 
not be made upon the basis of gross re- 
ceipts, since gross income is not synony- 
mous with gross receipts,” and refer to 
Section 22 (a) of the Code and the Regula- 
tions amplifying that section. Section 22 (a), 
of course, tells, in very general terms, what 
gross income includes and is not helpful. 
The Regulations under that section pro- 
vide that if a portion of the gross income 
of a corporation is derived from the sale 
of merchandise or other assets, gross income 
is not measured by total receipts but by 
the difference between the gross amount 
received or accrued, or the cost or other 
basis of the assets sold. However, neither 
the Regulations nor any published ruling 
set forth how the cost of goods sold to 
customers is to be computed. 


The leading case on the definition of 
gross income is Woodside Acres, Inc. ‘v. 
Commissioner.” It was held that a cor- 
poration which derived a large portion of 
its gross income from interest and divi- 
dends and also owned and operated a dairy 
farm should reduce the gross receipts from 
the sale of farm products by the cost of 
the feed purchased and consumed and the 
amount of wages paid to the employees 
engaged in operating the dairy. When 
gross income from the farm was thus 
computed, interest, dividends and rent com- 
prised more than 80 per cent of gross in- 
come and the corporation was taxable as 
a personal holding company. To the same 


628 (CCA-3); EHlectroline Sales Company, cited 
at footnote 2. 


17 Commissioner v. Affiliated Enterprises, Inc., 
41-2 ustc { 9735, 123 F. (2d) 665 (CCA-10). 

18 Affiliated Enterprises, Inc. v. Commissioner, 
44-1 ustc { 9178, 140 F. (2d) 647 (CCA-10). 

19 43-1 ustc { 9388, 134 F. (2d) 793 (CCA-2). 


See also Garrett Holding Corporation, CCH 
Dec. 16,152, 9 TC 1029 (1948). 
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effect, the Bureau recently ruled that in the 
determination of gross income from the 
operation of restaurants, gross receipts must 
be reduced by the cost of food and bever- 
ages consumed, wages paid kitchen em- 
ployees and waiters, and such other lesser 
expenses as enter directly into the cost of 
preparing and serving the food and beverages. 


The nature of gross income is further 
discussed in a series of cases which are 
suggestive Of ways to avoid personal hold- 
ing company status, a topic which is covered 
in some detail below. 


Exceptions from Personal 
Holding Company Definition 


Not all corporate taxpayers which meet 
the personal holding company requirements 
are subject to personal holding company 
liability. Section 501 of the Code specif- 
ically excepts from personal holding com- 
pany classification corporations exempt 
from taxation under Section 101, banks as 
defined in Section 104, life insurance com- 


panies, surety companies, licensed personal ° 


finance companies of a limited type and 
various other investment, loan and finance 
companies which meet specific requirements. 
During 1950 Congress amended Section 501 
by a separate bill to broaden the exemption 
for personal finance companies and to grant 
exemption to other types of lending and 
finance companies.” These provisions, 
which are highly detailed, should be studied 
carefully by loan and finance companies 
in order for them to determine whether 
they qualify for exemption. 


The statutory exceptions are highly 
important, because the income of most of 
the excepted types of companies is, to a 
large extent, interest which is classified 
as personal holding company income. In 
the case of the various types of banks and 
finance companies exempted by statute, 
however, the interest is operating income, 
and, as we observed earlier, the personal 
holding company provisions were not in- 
tended to inhibit operating companies. It 
is interesting to observe at this point that 
the Code reflects social aims unrelated to 
its tax purpose. The immunity granted to 
personal finance companies depends on 
their being the right kind of company— 
interest must be lawful, not payable in 
advance or compounded and payable only 
on unpaid balances. 


7 P. L. No. 68, 81st Cong. 
Personal Holding Company Status 





AVOIDING PERSONAL HOLDING 
COMPANY STATUS 


In the light of the stock-ownership and 
gross-income requirements, determination 
whether a corporation not in the excepted 
group is a personal holding company is 
often simply a matter of mechanical evalua- 
tion. Corporations whose stock is widely 
held, such as the American Telephone and 
Telegraph Company which takes pride in 
the fact that no one person holds as much 
as 1 per cent of its stock, escape personal 
holding company status, even though most 
of their income may come from divi- 
dends, because they do not meet the stock- 
ownership requirements. 


Stock-Ownership Requirement 


The great majority of corporations satisfy 
the stock-ownership requirements. This 
is obviously the’ case where family busi- 
nesses are conducted in corporate form, 
but it is also true of many corporations 
whose stock is listed on the major exchanges 
and actively traded over the counter. Such 
corporations often had their origins in 
family businesses, and when the need for 
additional capital led to the public sale of 
stock, a small group retained a large block, 
limiting the publicly held portion to less 
than 50 per cent. 


Generally speaking, unless a relatively 
small number of shares are involved, the 
disposition of shares is not an acceptable 
way of avoiding personal holding company 
status, because it may mean the loss of 
control or the sale of large blocks of stock 
at a sacrifice price. However, if the tax 
planning of the individuals concerned in- 
cludes provision for a charitable trust or 
foundation, the transfer of shares to such 
a trust or foundation, even though con- 
trol is retained, may insulate such shares 
frdm inclusion for purposes of the stock- 
ownership requirement, since there is no 
individual beneficial owner. The feasibility 
of this solution henceforth will have to be 
considered, of course, in the light of the 
restrictions which have, in effect, been 
imposed on charitable trusts by the Rev- 
enue Act of 1950.” Similarly, if it is feasible 
to retain control through a voting trust 
while transferring beneficial ownership of 
the stock, such control, of itself, will not 
require inclusion for purposes of the stock- 
ownership requirement. 


21 Title III, Revenue Act of 1950. 


Gross-Income Requirement 


Where the stock-ownership requirement is 
satisfied and cannot be avoided, escape from 
the personal holding company provisions 
depends upon avoidance of the gross-income 
requirement. Industrial and mercantile cor- 
porations generally escape personal hold- 
ing company status, without regard to 
closeness of their ownership, because the 
bulk of their income is from operations 
and much less than 80 per cent is of the 
personal holding company variety. Real 
estate operating corporations are also gen- 
erally safe, because more than 50 per cent 
of their gross income is from rent, which 
is disqualified as personal holding com- 
pany income. 

However, industrial, mercantile and real 
estate corporations operating in whole or 
in part through subisidiary corporations 
are likely to run afoul of the personal hold- 
ing company provisions. This is true even 
though they actively supervise the opera- 
tions of their subsidiaries.” The income of 
such corporations is likely to be principally 
from dividends and interest on advances 
to the subsidiaries. Even if the parent can 
turn the dividend spigot on and off at will, 
except for the possible coercive influence 
of Section 102 such control will not be 
effective to avoid personal holding company 
status unless the corporation has income of 
the nonpersonal holding company type 
equal at least to 25 per cent of each year’s 
dividends. Consolidated personal holding 
company returns are not an answer to the 
problem of the parent corporation, because 
such returns may not be filed by corpora- 
tions other than railroad corporations. 

If the corporation which operates through 
subsidiaries has a personal holding com- 
pany problem, it is probably a chronic one. 
As such, it is likely to have been recog- 
nized and provision made for it. But per- 
sonal holding company status may befall a 
corporation unexpectedly and temporarily. 
Thus, an operating corporation whose rental 
and dividend income does not ordinarily 
exceed 30 per cent or 40 per cent of its 
gross income might, in a period of falling 
prices, become a personal holding com- 
pany. In a falling market, business is 
sometimes required to sell its product for 
less than inflated inventory costs. After 
reducing gross receipts by the cost of goods 
sold, there may be little or no “gross in- 
come” from operations. In such a situation 

22 American Package Corporation, CCH Dec. 


11,769, 44 BTA 179 (1941), aff'd 1942-1 vustc 
{ 9258, 125 F. (2d) 413 (CCA-4). 


the dividend and rental income might 
qualify the corporation as a personal hold- 
ing company. 

Consideration of one other situation will 
further illustrate how operating corpora- 
tions may unexpectedly acquire personal 
holding company status. It is not unusual 
for operating corporations to have modest 
amounts of stocks or bonds. Ordinarily 
the dividends on such securities would not 
be large enough to amount to 80 per cent 
of gross income. However, the gain from 
the sale or redemption of such securities 
is also personal holding company income. 
Where securities have appreciated con- 
siderably in value, the gain on their sale 
might be sufficient to constitute 80 per 
cent of the corporation’s gross income and 
make the corporation a personal holding 
company in the year of sale. 


The courts have often commented on the 
arbitrary character of the personal holding 
company rules when applying them to a 
corporation within reach of their language 
but outside their intendment. But this 
characteristic is not necessarily a disad- 
vantage. Corporations which are alert to the 
problem will frequently be able to move 
themselves beyond the reach of the per- 
sonal holding company provision. Although 
it may not be feasible to avoid the stock- 
ownership requirement, planning will fre- 
quently permit conscious disqualification 
under the gross-income requirement, Of 
course a plan to accomplish such a purpose 
will have to be tailored to fit the individual 
case. It is possible only to indicate the 
general form that such plans might take 
and to give a few illustrations of their 
operation. 


In some situations it may be possible to 
cut down on the amount of personal hold- 
ing company income. Thus, where the 
personal holding company income consists 
of dividends from subsidiaries, it will some- 
times be possible to avoid personal holding 
company status simply by controlling the 
flow of dividends so that they do not con- 
stitute 80 per cent of the taxpayer’s gross 
income. If personal holding company in- 
come is to be realized from the sale or 
exchange of securities, it may be held below 
the critical 80 per cent by limiting, in any 
one year, the sale of securities which will 
result in gain. In this connection it should 
be noted that the Bureau has ruled that 
in determining personal holding company 
income, losses from the sale or exchange 
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A little over 100 years ago, one of 
the biggest headaches of the na- 
tion’s leaders was that the United 
States had too much money. The 
year was 1836. The federal debt 
was paid off and operating expenses 
were being paid currently. It was 
decided to rid the nation of this 
embarrassment by distributing the 
money among the several states. At 
that time the scheme seemed sound, 
but the distribution was succeeded 
by an inflation that brought on the 
panic of 1837. —Tax Outlook. 


of securities may not be used to offset 
gains from the same’ source.* Although 


this result seems harsh and _ illogical, it. 


finds some support in the statute which 
speaks only of “gains.” 


If the amount of personal holding com- 
pany income cannot be leveled off below 
80 per cent of gross income, the percentage 
of gross income represented by personal 
holding company income may be reduced, 
of course, by increasing gross income from 
other sources. That is often not as difficult 
as it may sound. In the Bechtel case,™ 
the Board of Tax Appeals held that a 
corporation, which entered into a contract 
to remove a pipeline and hired a subcon- 
tractor to do the job, was entitled to include 
in its gross income the amount received 
under the terms of the contract and to take 
as a deduction the amount paid the sub- 
contractor, even though it lost money on 
the contract. In the Jergens case,” a parent 
corporation was permitted to increase its 
gross income by providing services to its 
subsidiaries in consideration of the pay- 
ment by the subsidiaries of amounts equal 
to their respective shares of the parent’s 
overhead expenses.* In a recent letter 
ruling holding that the entire revenue de- 
rived from the operation of a theater con- 
stitutes “gross income,” the Bureau took 
the view that the Bechtel and Jergens cases 
stand for the proposition that gross income 
of corporations other than manufacturing, 
merchandising or mining companies con- 
sists of the total revenue derived from the 
operation and management of the business 
and property of the corporation. In view 


% Telegraphic rulmg to Homes & Davis, 
’ Fifth Avenue, New York, New York, March 

, 1942. ° 

*W. A. Bechtel Company, CCH Dec. 11,332, 
42 BTA 927 (1940). 

% Andrew Jergens Company, CCH Dec. 10,861, 
40 BTA 868 (1939). 


Personal Holding Company Status 


of these holdings, it is apparent that a 
corporation threatened with personal hold- 
ing company status may be able to avoid 
such status by acquiring sufficient operating 
income. 

In considering disqualification under the 
gross-income requirement, “rents” deserve 
individual treatment. Since rents are classi- 
fied as personal holding company income 
only if they represent less than 50 per cent 
of gross income, an increase in rents above 
this figure will automatically insure a cor- 
poration freedom from personal holding 
company status. This is so because the re- 
quired 70 per cent or 80 per cent of a cor- 
poration’s gross income could not be of 
the personal holding company variety if 
50 per cent or more of its income were from 
rents. In the case of rental income, as in 
the case of other. forms of income, control 
over the amount of gross income may be 
used to limit the amount of personal hold- 
ing company income. Where freedom from 
the personal holding company status is 
sought via the rents route, however, a re- 
duction in the over-all gross income, rather 
than an increase in it, contributes to that end. 

It is not necessary to dwell at length 
on ways and costs of increasing rental 
income. Reference to the Crane case™ 
illlustrates that thin equities, oftentimes 
controlling large rental income, may be bought 
for a very modest consideration. In the 
case of a parent corporation operating 
through subsidiaries, consideration should 
be given to the possibility of having the 
parent own and rent to its subsidiaries all 
plants and real estate used by them. 


COMPUTATION OF THE TAX 


If a corporation does not avoid personal 
holding company classification, whatever 
the reason, it is vitally important that it 
take the necessary steps to reduce the tax. 
The 85 per cent tax is almost confiscatory, 
and intentionally so. Its purpose is to 
force corporations to pay out dividends. 
This purpose is fostered by the method 
provided for computing the tax. The tax 
is based on the “undistributed subchapter A 
net income.” This figure, in turn, is reduced 
by dividends that are paid in the taxable 
year and, subject to limitations, within 2% 
months thereafter, and by amounts which 
the corporation’s stockholders consent to 
include in their individual returns as if 


7% But see Commissioner. v. Kresge Depart- 
ment Stores, Inc., 1943-1 usrc 19245, 134 F. 
(2d) 76 (CCA-3). 

Crane v. Commissioner, 47-1 vustc {| 9217, 
331 U. S. 1 (1946). 
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distributed by the corporation. Unlike 
Section 102 where it may sometimes pay to 
elect the penalty tax, the only practical 
course open to the personal holding com- 
pany is to avail itself of the statutory means 
for reducing its tax base and avoiding the tax. 


Although this article is not intended to 
cover the tax computation or accounting 
phase of this subject, one point which is 
interesting and may sometimes prove help- 
ful should be noted. Section 117 (c), which 
prescribes an alternative tax for capital 
gains, specifically provides that such alter- 
native tax is in lieu of the personal holding 
company surtax imposed by Section 500 as 
well as in lieu of the ordinary corporate 
taxes—the normal tax and the surtax. 
Capital gains, therefore, are not subject 
to the personal holding company surtax. 
Anomalously, this is true of capital gains 
from securities, although such income is 
personal holding company income and may 
be the cause of a corporation’s classifica- 
tion as a personal holding company. In 
addition to this exemption, the ordinary 
tax paid on capital gains, along with the 
income tax on other income, is a deduction 
in determining the undistributed subchapter 
A net income. As a result, a personal hold- 
ing company, the bulk of the income of 
which is from capital gains, can accumulate 
such income with impunity. A corporation 
in this situation might covet personal hold- 
ing company status, since such status gives 
automatic exemption from the imposition 
of the Section 102 tax. Section 102, you 
will recall, does not accord favored treat- 
ment to capital gain accumulations. 


RESULTS OF RECOGNITION OF STATUS 
Familiarity with holding 
company provisions not necessarily 


the personal 
will 





RENEWAL OF CORPORATE 


A foreign corporation or joint stock 
company, except a foreign insurance com- 
pany or a corporation otherwise provided 


for, now qualified to do business in 


Montana and having done business there 
for a previous period of 40 years, must 
file a certificate of renewal of its cor- 
porate existence in Montana, as provided 
by Chapter 5, Laws 1951. 


23 Code Sec. 291. 

29 Code Sec. 506. 

% Hatfried v. Commissioner, cited at footnote 
16; Orient Investment & Finance Company v. 
Commissioner, 1948-1 ustc { 9162, 166 F. (2d) 
601 (CA of D. C.); Haywood Lumber & Mining 
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provide the means to take a corporation 
from within their scope, but it will facilitate 
recognition of the corporation’s status. It 
should insure the filing of a personal hold- 
ing company return whether or not a per- 
sonal holding company tax is due. This is 
important for two reasons, If a tax is due, 
failure to file a return may result in the 
imposition of the 25 per cent delinquency 
penalty. More important, however, it de- 
termines the availability of the deficiency- 
dividend procedure which is, in effect, a 
safety-valve provision.” Under prescribed 
circumstances that provision allows a cor- 
poration to pay a dividend to offset a per- 
sonal holding company deficiency after it 
has been determined. This, of course, is 
most useful where a corporation, as a re- 
sult of taking a position as to the law which 
is not finally sustained, has miscalculated 
its net income and, in turn, its subchapter A 
net income from which personal holding 
company liability is determined. However, 
this procedure is not available if the de- 
ficiency was due to a failure to file a return, 
unless it can be shown that such failure had 
reasonable cause. 


“What is reasonable cause for failure to 
file return?” is the question most often 
litigated in this field.** The cases have gen- 
erally excused a corporation whose error 
could be traced to a qualified tax adviser 
in full possession of the pertinent facts. 
But the tax counsellor obliged to admit 
error must find forgiveness a mixed bless- 
ing. If you will keep the personal holding 
company provision in mind, your wise 
counsel (and your clients’ compliance in 
the filing of the necessary return) may 
spare you the necessity of confession. 


[The End] 





EXISTENCE IN MONTANA 


The fee for renewing corporate exist- 
ence is based on the amount of the cor- 
poration’s capital stock and that portion 
which is represented by the corporate 
property, capital and assets employed 
and located in Montana. The Secretary 
of State will, upon receipt of the cer- 
tificate in his office, advise as to the total 
amount payable. 


Company, 1950-1 ustc { 9131, 178 F. (2d) 769 
(CA-2); Reliance Factoring Corporation, CCH 
Dec. 17,923, 15 TC 604. But see Genesee Valley 
Gas Company v. Commissioner, 50-1 ustc { 9154, 
180 F. (2d) 41 (CA of D. C.). 
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Excess Profits Tax Relief 


for Installment Dealers 


By JOSEPH M. MERO, CPA 


THIS VICE-PRESIDENT AND COMPTROLLER OF SACHS QUALITY 
STORES, INC., NEW YORK CITY, COMPARES EXCESS PROFITS 
TAX RELIEF FOR INSTALLMENT-BASIS TAXPAYERS UNDER THE 
1950 ACT WITH SUCH RELIEF UNDER THE WORLD WAR Il TAX 


TMHE INSTALLMENT METHOD of 
accounting, authorized by Section 44(a) 
of the Internal Revenue Code, permits a 
dealer who regularly sells personal property 
on the installment plan to report the gross 
profit from installment sales (that is, the 
sales price inclusive of a credit service 
charge and less the purchase cost of the 
goods sold) over one or more taxable years 
in the same proposition which the payments 
collected during any taxable year bear to 
the total contract price. All other items of 
expense and income entering into the com- 
putation of taxable profit are determined 
on the straight accrual basis. 


Taxable income on the installment basis, 
therefore, is affected by two factors that 
have no influence on accrual-basis taxable 
income, These are: (1) collections, during 
the taxable year, of receivables arising from 
sales made in prior years and (2) deferment, 
to subsequent years, of uncollected balances 
due on sales of the taxable year. 


During times of war or semiwar emer- 
gency, .governmental restrictions on con- 
sumer credit (such as the Federal Reserve 
Board’s Regulation W) and governmental 
diversion of materials away from consumer 
goods into defense production result in the 
contraction of installment receivables. As 
a consequence, the installment-basis dealer 
is subjected to an extraordinary bunching 
up of income due to the realization of gross 
profit on collections arising from sales made 
in pre-emergency years, while the govern- 
mental controls make for abnormally low 


Installment Dealers 


deferment (to subsequent years) of un- 
realized gross profit on uncollected balances 
due on the current year’s sales. Further- 
more, this effect generally occurs in years 
to which high emergency tax rates apply. 


During World War II Congress recog- 
nized that the installment basis was gener- 
ally an unsatisfactory method for measuring 
excess profits net income. In order to 
provide the relief required, Section 736 
was added to the Internal Revenue Code 
as part of the excess profits tax amend- 
ments of 1942. This relief section permitted 
an installment-basis taxpayer to elect the 
use of the accrual basis for excess profits 
tax purposes while continuing to use the 
installment basis for normal tax purposes. 


When the Excess Profits Tax Act of 
1950 was being drafted, it again was apparent 
that the installment basis was inadequate 
for measuring excess profits net income 
under emergency conditions. Therefore, 
Section 455 was written into the act to pro- 
vide relief for installment-basis taxpayers 
(and also for taxpayers with income from 
long-term contracts or whose principal busi- 
ness consists of purchasing installment sales 
obligations). The same principle of dual 
accounting methods was adopted as was 
used in Section 736 of the World War II 
excess profits tax law, and the language 
of Section 455(a), which provides the re- 
lief for installment-basis taxpayers, has been 


derived largely from the text of old Section 
736(a). 
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While the World War II excess profits 
tax law allowed the installment-basis tax- 
payer to elect the dual accounting methods, 
there was no special provision to cover the 
computation of the excess profits credit by 
the average-earnings method in the case of 
a taxpayer which exercised the Section 
736(a) election. It, therefore, was necessary 
to look to other sections of the excess 
profits tax statutes which covered the com- 
putation of “excess profits net income” for 
taxable years in the base period. 


The result was that despite the Section 
736(a) election to compute net income of 
the excess profits tax year on the accrual 
basis for excess profits tax purposes, base- 
period net income was determined by the 
accounting method which had been used 
in the returns filed during the base-period 
years. This resulted in an incongruous 
comparison of average  base-period net 
income determined on the installment basis 
with an excess profits tax year’s net income 
computed, under Section 736(a), on the 
accrual basis. 


Adopting the more equitable principle that 
like must be compared with like to achieve 
a valid comparison, the Excess Profits 
Tax Act of 1950 provides that an install- 
ment-basis taxpayer, which elects under 
Section 455(a) to compute net income on 
the accrual basis for excess profits tax 
purposes, shall recompute base-period net 
income on the accrual basis in order to 
arrive at the excess profits credit based on 
income. 


The base-period recomputation is author- 
ized by Section 433(b)(7) relating to the 
adjustments to be made to normal-tax net 
income in order to determine excess profits 
net income for taxable years in the base 
period (see cross reference thereto in Sec- 
tion 455(d)(1)). Section 433(b)(7) requires 
a taxpayer, which has made the. Section 
455(a) election, to adjust the income for 
each base-period year so that in lieu of the 
installment basis, it is computed under the 
accrual method. However, the adjustment 
is only for the object of determining aver- 
age base-period net income; the amount of 
normal tax and surtax for any taxable year 
in the base period is not to be recomputed, 
for any purpose, as a result of the adjustment. 


Includibility of Unrealized 
Gross Profit in Invested Capital 


Considerable controversy arose under old 
Section 736(a) as to whether unrealized 
gross profit (that is, the amount of gross 


profit deferred for tax purposes under Sec- 
tion 44(a)) was includible in “accumulated 
earnings and profits” in determining the 
excess profits credit based on invested capi- 
tal. The statute offered no precise guide on 
the issue, and the applicable portion of 
Section 35.736(a)-2 of Regulations 112 (prom- 
ulgated under World War II excess profits 
tax laws) denied includibility of unrealized 
gross profit in the invested-capital computation. 


From the extensive litigation there emerged 
two judicial rules (for a more extended dis- 
cussion of the cases, see “Unrealized Gross 
Profit of Installment Dealers” by J. M. 
Mero, Taxes—The Tax Magazine, June, 
1949, page 521): 


(1) For normal-tax purposes in the case 
of all installment-basis taxpayers and also 
for excess profits tax purposes in the case 
of installment-basis taxpayers which did not 
utilize Section 736(a), unrealized gross profit 
is not includible in accumulated earnings 
and profits. (Commissioner v. South Texas 
Lumber Company, 48-1 ustc J 5922, 333 U. S. 
496.) 


(2) For the purpose only of computing 
the excess profits credit based on invested 
capital, an installment-basis taxpayer which 
reported excess profits net income on the 
accrual basis under Section 736(a) shall 
include in accumulated earnings and profits 
that part of the unrealized gross profit 
which pertains to sales made in those years 
in which excess profits net income was 
returned under Section 736(a). 


The rationale of the decisions was that 
once income had been exposed to excess 
profits taxation, it was thereafter properly 
includible in the invested-capital base for 
the purpose of computing the excess profits 
credit. (Busch’s Kredit Jewelry Company, 
Inc. v. Commissioner, 50-1 ustc ¥ 5947, 179 
F. (2d) 298 (CA-2), certiorari denied 339 
U. S. 967; John Breuner Company v. Com- 
missioner, 50-1 ustc J 5948, 179 F. (2d) 685 
(CA-9), certiorari denied 339 U. S. 967; 
Kimbrell’s Home Furnishings, Inc. v. Commis- 
sioner, 47-1 ustc $5907, 159 F. (2d) 608, 
(CCA-4); House of Lindberg, Inc. v. Com- 
missioner, 50-2 ustc § 5965, (CA-7); Hart 
Furniture Company, Inc. v. Commissioner, 50-2 
ustc J 5964, 188 F. (2d) 968 (CA-5); Had- 
ley Furniture Company v. U. S., 50-1 ustc 
7 9109, 87 Fed. Sup. 590 (DC Mass.).) 


In I. T. 4051 (1951-12-13603), the Com- 
missioner reconsidered the above-mentioned 
portion of Section 35.736 (a)-2, Regulations 
112, and revised his position so as to give 
effect to the second of the judicial principles 
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stated. The ruling holds that unrealized 
profits attributable to sales made in taxable 
years beginning after December 31, 1939, 
are includible in earnings and profits of in- 
stallment-basis taxpayers which established 
eligibility for relief under Section 736 (a). 


In the 1950 excess profits tax law this 
judicial rule has been written into Section 
441 (h) (see cross-reference thereto in 
Section 455 (d)(2)). Section 441(h) pro- 
vides that in the case of a Section 455 
election, the computation of (1) invested 
capital and net new capital additions in 
determining the excess profits credit based 
on invested capital and (2) base-period 
capital additions and net capital additions 
or reductions in determining the excess 
profits credit based on income shall be 
made in a manner consistent with the ac- 
crual method except as to installment sales 
made prior to the first taxable year ending 
after June 30, 1950. This means that un- 
realized gross profit attributable to sales 
made in taxable years ending after June 






Installment ° 
Year Accounts Receiv- 
of able at January 
Sale I, D353 * 
ene $ 3,000 
PE uo Rive 9,000 
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$300,000 


In determining the ratio of inadmissible 
assets to total assets under Section 440, 
in order to compute the reduction from 
invested capital for inadmissibles, unrealized 
gross profit is to be included in total assets 
to the extent provided in Section 441 (h). 
(See Markson Brothers, CCH Dec. 17,980, 
15 TC 839 (1950).) 


Eligibility Standards 


Old Section 736(a) required the install- 
ment-basis taxpayer to meet either of two 
tests of eligibility in order to exercise the 
election thereunder. The statute provided 
that the taxpayer’s “volume of installment 
credit” or year-end installment receivables 
for the year in which the election was made 
must have declined more than 20 per cent 
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30, 1950, is includible in total: assets (or in 
accumulated earnings and profits under the 
“historical” approach) for excess profits tax 
purposes but is not so includible if attribut- 
able to sales made in prior years. 


It is to be noted that for the purpose 
of determining the base-period capital addi- 
tion, the election has -no practical effect, 
since all the installment sales involved 
were made prior to the first taxable year 
ending after June 30, 1950, and unrealized 
gross profit attributable to such sales is 
specifically excluded, according to Section 
441 (h), from earnings and profits. (See 
the example in Section 40.441-1 (h) of Reg- 
ulations 130 promulgated under the 1950 act.) 

The following exhibit presents an ex- 
ample, for the calendar year 1953, of the 
correct treatment of unrealized gross profit 
under Section 441 (h) and shows the respec- 
tive portions thereof which would be in- 
cludible and nonincludible in earnings and 
profits as of the beginning of such year: 


: Amount Includible 
Unrealized in Earnings and 
Gross Profit at Profits at Janu- 
January 1, 1953 ary 1, 1953 
$ 1,000 None 
3,800 None 
6,200 $ 6,200 
18,000 18,000 


76,000 76,000 









$105,000 $100,200 


from the average of such respective index 
for the four taxable years that preceded 
the first taxable year beginning after De- 
cember 31, 1941. 

New Section 455(a) contains no reference 
to eligibility standards. Its provisions may 
be elected at the option, solely, of the tax- 
payer. The eligibility requirements of the 
old statute were dropped because they 
would have resulted in another, peculiar 
type of hardship. , 

During the base-period years 1946 through 
1949, federal restrictions on consumer credit 
were gradually relaxed and finally termi- 
nated on June 30, 1949. Installment receiv- 
ables expanded throughout this period and, 
consequently, installment-basis income was 
considerably less than accrual-basis income. 
An installment-basis taxpayer who might 
have been unable to meet some arbitrary 
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test of eligibility for the option of reporting 
on the accrual basis for excess profits tax 
purposes might have suffered a hardship 
thereby due to the distortion of taxable 
income that already had occurred in the 


base-period years by use of the installment 
method. 


The elimination of the eligibility standard 
was a logical corollary to the change, which 
has already been described, whereby the 
installment-basis taxpayer who elects the 
dual accounting method type of relief is 
required to recompute base-period net in- 
come, as well as determine net income of 
the excess profits tax year, on the accrual basis. 


Method of Election 


Section 40.455-1 (a) of Regulations 130 
and page 2 of the instruction sheet for 
Schedule EP. (Form 1120), the excess 
profits tax return, state that the election 
under Section 455(a) shall be made by a 
statement attached to the return or by 
the use of figures on the return which 
clearly reflect the election. 


The election, therefore, would be indi- 
cated by the attachment to the excess profits 
tax return of the necessary schedules show- 
ing: (1) the conversion of taxable income 
from the installment basis (as reported 
on the income tax return for the taxable 
year) to the accrual basis for the purposes 
of Schedule EP-1 (Excess Profits Net In- 
come and Tax Computation); (2) a similar 
conversion, under Section 433(b)(7), with 
respect to taxable years in the base period 
for the purposes of Schedule EP-2 (Excess 
Profits Credit—Based on Income); (3) to 
the extent permitted under Section 441 (h), 
the addition of unrealized gross profit to 
total assets for the purposes of Schedule 
EP-2 (b) (Taxable Year Capital Addition 
or Reduction); and (4) to the extent per- 
mitted under Section 441 (h), the addition 
of unrealized gross profit to total assets 
(for taxpayers using the “asset” approach) 
or to accumulated earnings and profits (for 
taxpayers electing the “historical” approach) 
for the purposes of Schedule EP-4 (Excess 
Profits Credit—Based on Invested Capital). 


Retroactive Nature 
of the Section 455(a) Election 


While the election under Section 455(a) 
may be made in any excess profits tax 
taxable year, once such election has been 
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made it automatically extends to all prior 
years to which the Excess Profits Tax Act of 
1950 applies (that is, each such prior taxable 
year which ended after June 30, 1950). 


Such prior years must be adjusted to con- 
form to the provisions of Section 455(a) 
and its related sections. Section 40.455-1 
(c) of Regulations 130 calls for the filing 
of an amended return for each such prior year. 
If such an amended return produces an 
Overpayment of excess profits tax, a refund 
claim on Form 843 should be filed therewith. 


If the adjustment of any prior year’s re- 
turn is prevented, on the date of the Sec- 
tion 455(a) election or within two years 
thereafter, by the running of the statute 
of limitations, by the execution of a closing 
agreement or because of any other reason 
except Section 3761 (relating to compro- 
mises), Section 455(c) provides that the 
adjustment shall nevertheless be made with 
respect to such prior year if a deficiency 
notice is mailed or a refund claim is filed 
within two years after the date of the Sec- 
tion 455(a) election. Should it become neces- 
sary to invoke Section 455(c) to make the 
adjustment, the amount of such adjustment 
is limited solely to the changes produced 
by the application of Section 455(a) and its 
related sections. 


The increase or decrease in excess profits 
tax resulting from a Section 455(c) adjust- 
ment will bear interest at the statutory rate 
applicable to deficiencies and overpayments 
for the taxable year for which the adjust- 
ment is made. 


irrevocable Nature 
of Section 455(a) Election 


The election under Section 455(a), when 
once made, is irrevocable and applies to all 
subsequent years that come under the Ex- 
cess Profits Tax Act of 1950 (as well as to 
prior excess profits tax years thereunder). 


In respect to its irrevocable nature, Sec- 
tion 455(a) differs from its predecessor 
World War II statute. Under old Section 
736(a) the installment-basis taxpayer was 
allowed a second and final election, which 
was nonretroactive, to abandon the accrual 
basis for excess profits tax purposes and 
thereafter report on the installment basis for 
both excess profits tax and normal tax pur- 
poses. However, the right to exercise the 
second election was contingent upon meet- 
ing an eligibility test whereby the taxpayer’s 
“volume of installment credit” or year-end 
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installment receivables (whichever one of 
these indexes had been used to qualify for 
the first election or either one if the tax- 
payer originally was eligible under both) 
for the year of the second election had not 
declined more than 20 per cent from the 
average of such respective index for the 
four taxable years that preceded the first tax- 
able year beginning after December 31, 1941. 


Over-all Tax Limitation 


Under the statutes in effect during the 
latter years of World War II, the excess 
profits tax was the lesser of (1) the tax 
imposed by Section 710(a)(1)(A), which 
was levied upon adjusted excess profits net 
income, or (2) the tax imposed by Section 
710(a)(1)(B), which was the excess of (a) 
an over-all maximum rate levied upon cor- 
poration surtax net income over (b) the 
normal tax and surtax. 


A Section 736(a) taxpayer necessarily 
computed the tax under Section 710 (a)(1)(A) 
on adjusted excess profits net income deter- 
mined by the accrual method. For the pur- 
poses of the over-all tax limitation under 
Section 710(a)(1)(B), Section 35.736(a)-3 
of Regulations 112 (as amended by T. D. 
5388, 1944 CB 387) provided that the cor- 
poration surtax net income was likewise to 
be determined under the accrual method. 


In Basalt Rock Company v. Commissioner, 
50-1 ustc J 5949, 180 F. (2d). 281, certiorari 
denied 339 U. S. 966, the Ninth Circuit 
Court of Appeals, considering a case involv- 
ing the election provided by Section 736(b) 
which paralleled Section 736(a), approved 
the computation of adjusted excess profits 
net income under Section 710(a)(1)(A) by 
the method elected (the “percentage-of- 
completion” method) but refused to uphold 
the Regulations and apply the elected meth- 
od to the determination of corporation sur- 
tax net income under Section 710(a)(1)(B). 
Instead, the court held that the surtax net 
income was to be determined by the method 
used for normal-tax purposes (the “com- 
pleted-contract” method). 


However, in Sokol Brothers Furniture Com- 
pany v. Commissioner, 50-2 ustc 5970, 185 
F. (2d) 222, certiorari denied 340 U. S. 952, 
the Fifth Circuit Court of Appeals declined 
to follow the Ninth Circuit Court in the 
latter’s refusal to uphold the regulations in 
point and held that where a corporation had 
elected to report under Section 736(a) on 
the accrual basis for excess profits tax pur- 
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poses, for the purpose of the over-all tax 
rate limitation under Section 710(a)(1)(B) 
the surtax net income likewise should be 
computed under the accrual method elected 
and not under the installment method that 
was used for normal-tax purposes. 


The unresolved difference in the respec- 
tive judicial rules of the Basalt Rock and 
Sokol Brothers cases has no significance 
under the Excess Profits Tax Act of 1950, 
since the statutory language now clearly 
incorporates the principle of the Sokol 
Brothers decision. Section 430(a)(1), cor- 
responding to old Section 710(a)(1)(A), im- 
poses an excess profits tax on adjusted 
excess profits net income. Section 430(a) (2), 
corresponding to old Section 710(a)(1)(B), 
imposes an alternative excess profits tax 
consisting of the excess of (1) an over-all 
maximum rate levied upon “excess profits 
net income” over (2) the normal tax and 
surtax computed “as if the amount of the 
normal-tax net income and the amount of 
the corporation surtax net income... were 
equal to the amount of the excess profits 
net income.” 


It is, therefore, altogether clear that a 
Section 455(a) taxpayer is required to com- 
pute income on the accrual basis for the 
purposes of both subsections 430(a)(1) and 
430(a)(2). 


Deduction for Bad Debts 


Old Section 736(a) stated that in adjust- 
ing income from the installment basis to the 
accrual basis, “no amount shall be included 
in computing excess profits net income for 
any excess profits tax taxable year on ac- 
count of installment sales made in taxable 
years beginning before January 1, 1940.” 


An obvious purpose of the sentence was 
to insure that in adopting the dual account- 
ing methods under Section 736(a), the tax- 
payer would not be subject to the long-standing 
rule whereby the Commissioner’s consent to 
a change from the installment method of 
accounting to the accrual basis is predicated 
upon the return as additional income, in 
the taxable year in which the change is 
made, of the unrealized gross profit at the 
close of the preceding year (see Section 
29.41-2, Regulations 111). However, the 
Commissioner took the position that the 
above-quoted statute barred not only the in- 
clusion of items of income but also the 
allowance of deductions attributable to in- 
stallment sales antedating the first taxable 
year that began on or after January 1, 1940. 
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Accordingly, Section 30.736(a)-3 of Regu- 
lations 109 and 112 held that a Section 
736(a) taxpayer was not entitled, for ex- 
cess profits tax purposes, to deduct bad 
debts and collection expenses which were 
attributable to such pre-1940 installment 
sales. This regulatory interpretation of the 
statute was held invalid in Commissioner v. 
The Hecht Company, 47-2 ustc J 5915, 163 
F. (2d) 194 (CCA-4), and Commissioner v. 
Mackin Corporation, 47-2 ustc $5916, 164 
F. (2d) 527 (CCA-1), but the deduction 
with respect to bad debts arising from such 
pre-1940 sales was confined (by these deci- 
sions) to the unrecovered cost of goods 
sold (that is, the same amount as is de- 
ductible for normal tax purposes). 


The Regulations were amended subse- 
quently (T. D. 5643, 1948-2 CB 107) to 
reflect the principles of the Hecht and Mackin 
cases with respect to bad debt and collection 
expense deductions attributable to sales 
made in taxable years beginning before 
January 1, 1940. As to bad debts attributable 
to sales made in excess profits tax years 
during which the taxpayer reported under 
Section 736(a), Section 30.736(a)-3 of the 
Regulations always had provided that the bad 
debt was deductible in full (under the 
accrual basis) for excess profits tax pur- 
poses, even though the deduction (under the 
installment method) for normal-tax pur- 
poses is limited to the unrecovered cost of 
goods sold. 


In the Excess Profits Tax Act of 1950, 
Section 455(a), in language identical with 
that appearing in old Section 736(a), states 
that “no amount shall be included in com- 
puting excess profits net income for any 
excess profits tax taxable year on account 
of installment sales made in taxable years 
ending before July 1, 1950.” However, 
as has been described, the 1950 act goes 
further than the World War II law and, in 
Section 433(b)(7), requires a Section 455(a) 
taxpayer likewise to adjust its base period 
net income to “the accrual method without 
treating any portion of such income as un- 
realized at the close of any period and as 
if the taxpayer had reported such income 
on such accrual method for all taxable peri- 
ods.” (Italics supplied.) 


In light of the addition of Section 433 
(b)(7), the Commissioner has adopted the 
view that the 1950 Act does not require 
the restriction contained in the Hecht and 
Mackin decisions (interpreting the World 
War II excess profits tax statute) whereby 
bad debts attributable to sales made in pre- 
excess profits tax years were deductible 
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only to the extent of the unrecovered cost 
of goods sold. The last sentence of Section 
40.455-2(b), Regulations 130, clearly pro- 
vides that a Section 455(a) taxpayer may 
deduct a bad debt in full under the accrual 
method for excess profits tax purposes 
irrespective of whether the sale was made 
in excess profits tax years or pre-excess 
profits tax years. Of course, for normal- 
tax purposes under the installment method, 
the bad debt deduction continues to be con- 
fined to the unrecovered cost of goods sold 
(that is, the element of unrealized gross 
profit must be eliminated). 


Use of Bad Debt Reserves 
by Installment Dealers 


Prior to and during the years of the World 
War II excess profits tax, installment-basis 
taxpayers were not permitted to use the 
reserve method of deducting for bad debts. 
This rule, in effect since 1927, had been pro- 
mulgated in I. T. 2365 (VI-1 CB 69). Asa 
result, Section 35.736(a)-3 of Regulations 
112 provided that a Section 736(a) taxpayer 
could not set up a reserve for bad debts 
from installment receivables, for excess 
profits tax purposes only, and that no de- 
duction would be allowed for any additions 
to such a reserve. 


Section 40.455-2(b) of Regulations 130 
under the 1950 act contains, with little 
change, the language of Section 35.736(a)-3 
with respect to this point. However, while 
the principle may still be correct with re- 
spect to installment-basis taxpayers whose 
regular method of deducting for bad debts 
is based on the occurrence of worthlessness 
within the taxable year, the matter now has 
a broader aspect as a result of the revoca- 
tion of I. T. 2365. 


Since 1949 installment-basis taxpayers 
have been permitted to use the bad-debt- 
reserve method (I. T. 3957 1949-1 CB 65). 
(See “Use of Bad Debt Reserves by Install- 
ment Dealers” by J. M. Mero, Taxes— 
The Tax Magazine, November, 1949, page 
969.) Section 40.455-2(b) of Regulations 
130 is, therefore, not clear with regard to 
the position of those installment-basis tax- 
payers who have applied for and received 
the Commissioner’s permission to change to the 
reserve method of deducting for bad debts. 


Section 40.455-4 of Regulations 130 which 
relates to a dual-accounting-method type of 
relief for taxpayers with income from long- 
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term contracts, is a companion section to 
Section 40.455-2 but covers the bad debts 
question much more simply and adequately 
as follows: “No reserve for bad debts 
arising from accounts receivable from long- 
term contracts may be set up for excess 
profits tax purposes unless a reserve has 
been established for income tax purposes.” 


The following points, therefore, appear to 
be plain: 


(1) Installment-basis taxpayers who have 
properly availed themselves of their privi- 
lege of deducting for bad debts by the re- 
serve method are entitled to use such method 
for excess profits tax purposes as well as 
for income tax purposes. 


(2) Such installment-basis taxpayers on 
the reserve method are only entitled, for 
income tax purposes, to a bad debt deduc- 
tion limited to the unrecovered cost of 
goods sold. However, for excess profits 
tax purposes under Section 455(a), the bad 
debt deduction should be taken in full under 
the accrual method in accordance with the 
principle already incorporated in the last 
sentence of Section 40.455-2(b), Regula- 
tions 130. 


In arriving at the excess profits credit 
based on income, installment-basis taxpayers 
who adopted the bad-debt-reserve method 
during one of the base-period years will 
probably be entitled to an adjustment, under 
subsections 433(b)(9) and (10), for an ab- 
normal deduction for bad debts in such 
base-period year. 


Deductions That Are Limited 
to a Percentage 


In determining the allowable amount of 
deductions under Section 23 which is limited 
to a percentage of net income as computed 
without regard to such deductions (such as 
that for charitable contributions), the dual- 
accounting methods give rise to a special 
problem. 


Section 35.736(a)-3, Regulations 112, held 
that in the case of a Section 736(a) tax- 
payer there was a dual limitation on such 
a deduction—for normal-tax purposes the 
limitation was based on taxable income on 
the installment basis, whereas for excess 
profits tax purposes the limitation was based 
on taxable income on the accrual basis. 
This part of the Regulations was upheld 
in Leo Kahn Furniture Company, 15 TC 918 
and Carroll Furniture Company, 15 TC 930. 
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A similar rule now appears as the first 
sentence of Section 40.455-2(b) of Regu- 
lations 130. 


Net Operating Loss Deduction 


In computing a net operating loss deduc- 
tion, a Section 455(a) taxpayer should de- 
termine such deduction on a dual - basis. 
For excess profits tax purposes, the compu- 
tations for any prior or subsequent year 
that is a factor in determining the net 
operating loss deduction for the taxable year 
are made on the accrual basis of accounting. 
On the other hand, for normal-tax purposes, 
the computations for any such prior or sub- 
sequent year are made on the installment 
basis of accounting. 


Such treatment is prescribed by Section 
40.455-1(a), Regulations 130. Similar pro- 
visions appeared in the regulations that 
covered Section 736(a), although they were 
more complex due to the differences between 
old Section 736(a) and new Section 455(a). 


Conversion from Installment Basis 
to Accrual Basis 


A simplified method of arriving at the 
reportable gross profit is used in installment 
accounting. It involves the concept of “un- 
realized gross profit” which signifies the 
amount of gross profit applicable to the 
installment accounts receivable. The gross 
profit contained in the end-of-year install- 
ment receivables comprises the amount of 
unrealized gross profit which is deferred 
for tax purposes under Code Section 44(a). 


The proper amount of gross profit to be 
returned for tax purposes under the install- 
ment method is obtainable by (1) determin- 
ing the gross profit on total sales of the 
taxable year (cash, open account and install- 
ment) by the accrual method, (2) adding 
thereto the unrealized gross profit on install- 
ment receivables at the beginning of the year 
and (3) subtracting from such sum the unreal- 
ized gross profit on installment receivables at 
the close of the year. This formula is gen- 
erally utilized by installment-basis taxpayers 
and was approved by the Board in Warren 
Reilly, CCH Dec. 2772, 7 BTA 1327, Grand 
Rapids Show Case Company, CCH Dec. 4188, 
12 BTA 1024, and S. Davidson & Brothers, 
Inc., CCH Dec. 6531, 21 BTA 638. 


Under this procedure, the proper net de- 
duction under the specific bad debt method 
of deducting for worthless accounts is ob- 
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tained when (a) the full amount of the 
uncollectible installment accounts is charged 
off as a deduction for bad debts, with an off- 
setting credit to accounts receivable, and 
(b) the resulting reduction in installment 
receivables decreases the end-of-year un- 
realized gross profit, thereby causing the 
unrealized gross-profit element contained in 
the bad debts to be included in gross profit 
realized for the year. The inclusion of 
factor (a) in deductions and of factor (b) 
in gross profit automatically results in a net 
deduction confined to the element of unre- 
covered cost of goods sold. In Lenox Clothes 
Shops, Inc., CCH Dec. 1122, 45 BTA 1122, 
this method of handling bad debts write-offs 
under the installment basis was sustained. 


Under the reserve method of deducting 
for bad debts, the equivalent of the short- 
cut procedure of the Lenox Clothes Shops 
case involves the following steps: 


(a) The deduction for 
charged and the reserve for bad debts is 
credited with a reasonable reserve addition 
which is related to the full amount of the 
installment receivables without any adjust- 
ment for the unrealized gross-profit element 
contained therein. 


(b) The full amount of the uncollectible 
installment accounts is charged off to the 
reserve for bad debts, with an offsetting 
credit to accounts receivable. The resulting 
reduction in installment receivables decreases 
the end-of-year unrealized gross profit, thereby 
causing the unrealized gross-profit element 
contained in the bad debts to be included 
in gross profit realized for the year. 


(c) The reserve for bad debts is treated 
as a deduction from installment receivables 
in the computation of unrealized gross profit 
at the close of each year. Therefore, any 
change in the reserve is reflected in the 
“net” installment receivables, thereby result- 
ing in changes in both the “net” end-of-year 
unrealized gross profit and the amount of 
gross profit realized for the taxable year 
involved. 


The inclusion of factor (a) in deductions 
and of factors (b) and (c) in gross profit 
automatically results in a net deduction 
confined to the element of unrecovered cost 
of goods sold. 


Under the installment-accounting pro- 
cedure described, the conversion from the 


bad debts is 


installment basis back to the accrual basis 
can be made by taking taxable income on 
the installment basis (as reported on the 
income tax return) and adding to it the 
increase in unrealized gross profit between 
the beginning and end of the taxable year 
or subtracting from it the decrease in un- 
realized gross profit between such two dates. 
The result will be taxable income on the 
accrual basis. If bad debts have been handled 
as outlined above, such conversion will re- 
sult in the bad debt deduction being for 
the full amount thereof (on the accrual 
basis), although on the installment basis the 
bad debt deduction will have been confined 
to the unrecovered cost of goods sold. 


After such conversion, adjustments may 
be necessary with respect to the allowable 
amount of deductions under Section 23, 
which are limited to a percentage of net 
income as computed without regard to such 
deductions. 


Where the installment-basis taxpayer has 
been reporting only the “net allowable 
amount” of the bad debt deduction (that is, 
the element of unrecovered cost of goods 
sold) in the “Deductions” section of the 
income tax return, in which case there has 
been no reporting of the unrealized gross- 
profit element in the “Gross Profit” section 
as described in the preceding paragraphs, 
the conversion method outlined does not 
yield the correct results. It confines the 
bad debt deduction to the cost element only, 
both with respect to the accrual basis as 
well as the installment basis. It is, there- 
fore, first necessary to adjust the bad debt 
deduction and the gross profit accounts, as 
well as the reserves for bad debts and un- 
realized gross profit, to the balances that 
would have appeared therein if the method 
in the Lenox Clothes Shops case had been 
followed. 


It is of paramount importance that these 
adjusting entries (which will leave taxable 
income on the installment basis unchanged 
for the taxable year) be made before at- 
tempting the conversion to the accrual basis. 
Otherwise, the installment-basis taxpayer 
will find itself with an insufficient bad debt 
deduction and bad debt reserve and with 
an overstated accrual basis taxable income 
after completion of the conversion to the 
accrual method. [The End] 


The lawyer “‘dare not fail to master the elementary principles of grammar and 
rhetoric needed to make his ideas understandable. Unless he can do this he 
will be forever at the mercy of his own disordered thoughts and the eloquence 
of his opponents."’—Earl James McGrath, Commissioner of Education. 
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of Payments to Widows 


By MELVIN S. FLECHNER 


IF THE COMMISSIONER FEELS THAT 1.T. 4027 SHOULD BE 


THE LAW, HE SHOULD HAVE IT LEGISLATED AND SECTION 


T SEEMS that in the field of taxation, 

sleeping dogs are always disturbed. After 
much litigation, Bureau rulings and writ- 
ings on the intriguing problem confronting 
widows, heirs of deceased employees who 
are the recipients of payments and the em- 
ployers who make these payments, we now 
have the ruling, I. T. 4027,7 which arouses 
our sleeping dog. 

While the primary purpose of this article 
is to discuss the tax consequences of pay- 
ments received by the widow and heirs of 
the deceased employee, the deductibility of 
such payments by the former employer 
merits some discussion. 





126 REINTERPRETED AND RE-ENACTED, SAYS THE AUTHOR 


If the subject of taxation adhered to the 
legal and logical doctrine of symmetry, the 
treatment of one transaction would be 
the same whether one set or another set of 
persons concerned in such transaction were 
involved. A payment to an employee by 
an employer should be considered either 
compensation for services, deductible by 
the employer and taxable to the employee, 
or a gift to the employee, not deductible to 
the employer and not taxable to the em- 
ployee. Such an item should not be con- 
sidered as compensation for _ services 
deductible to the employer as an expense 
and, at the same time, a gift to the employee 
not ind@ludible in his taxable income. 





1‘“‘Payments made by an employer to the 
widow of a deceased officer or employee, in 
consideration of services rendered by the officer 
or employee are includible in the gross income 
of the widow for Federal income tax purposes. 
O. D. 1017 (C. B. 5, 101 (1921)) revoked and 
I. T. 3329 (C. B. 1939-2, 153) modified. 

“In O. D. 1017 (C. B. 5, 101 (1921)) it was 
held that a payment by a corporation to the 
widow of a deceased officer, equal to the salary 
which the deceased officer would have earned 
in 2 months, was without consideration, a gratu- 
ity voted as a compliment to the deceased, and 
that the payment did not constitute taxable 
income. In I. T. 3329 (C. B. 1939-2, 153) it was 
held that payments made by a corporation to 
the widow of an officer-stockholder, even though 
made without contractual obligation, are de- 
ductible by the corporation as business ex- 
penses and that such amounts are gifts to the 
widow and not taxable income to her. 

“It is stated in I. T. 3329 that ‘When an 
allowance is paid by an organization to which 
the recipient has rendered no service, the amount 
is deemed to be a gift or gratuity and is not 
Subject to Federal income tax in the hands of 
the recipient.’ (Italics supplied.) Section 29.22 
(a)-2, Regulations 111, reads in part as follows: 
‘However, so-called pensions awarded by one 
to whom no services have been rendered are 
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mere gifts or gratuities and are not taxable.’ 
(Italics supplied.) Prior regulations of the Bu- 
reau contained the same provision. 

“It is believed that the above-quoted provi- 
sion of the regulations was misapplied in I. T. 
3329, supra. Whereas the regulations stress the 
position of the payor, that ruling incorrectly 
emphasizes the position of the payee. The reg- 
ulations are not applicable if services have been 
rendered to the person making the payments. 
The fact that the recipient of the payments did 
not render such services is immaterial. The 
principle contained in the regulations is brought 
out in Amy H. Varnedoe v. Allen (158 Fed. (2d) 
467, certiorari denied, 330 U. S. 821) as follows 
(page 468): 

“*,. . If the payments to the taxpayer were 
not mere gifts or gratuities, under the above- 
quoted exception [the above-quoted regulation], 
awarded by one to whom no services had been 
rendered, they are taxable. It is not necessary 
that the services should have been rendered by 
the payee. The payor. is the one to whom the 
— must have been rendered.’ (Italics sup- 
plied.) 

“Thus, the essential factor is whether services 
were rendered to the employer, not, as indi- 
cated in I. T. 3329, supra, whether services were 
rendered by the recipient. The type of situa- 

(Continued on following page) 
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Mr. Flechner, a member of the New York 
bar, is a former graduate editor of the 
Tax Law Review and is associated with 
Simons, Schur & Straus, New York City. 


The Supreme Court in Bogardus v. Com- 
missioner” stated: “The court below thought 
that payments such as are here involved 
‘may be once “gifts” under § 22, subdivision 
(b) (3) and “compensation for personal 
services” under subdivision (a).’ Such a 
view of the statute is inadmissible and 
confusing. The statute definitely distin- 
guishes between compensation on the one 
hand and gifts on the other hand, the 
former being taxable and the latter free 
from taxation. The two terms are, and 
were meant to be, mutually exclusive; and 
a bestowal of money cannot, under the 
statute, be both a gift and a payment of 


(Footnote 1 continued) 


tion intended to be covered by the regulations 
is exemplified in L. O. 1040 (C. B. 3, 120 (1920)). 
In that opinion it was held that payments by 
the Carnegie Foundation for the Advancement 
of Teaching, made to teachers and their wid- 
ows and not based on any service to the founda- 
tion, are non-taxable gifts. The foundation was 
not the employer of any of the recipients— 
teachers or their widows. 

‘In some instances it has been held that pay- 
ments after the death of the employee-husband 
to his widow by an employer constitute taxable 
income on the ground that a definite contractual 
obligation existed to make such payments. The 
good will of the employee and his faithful serv- 
ice are deemed to be consideration for such 
payments and give rise to an obligatio& which 
may be enforced by the widow. A definite con- 
tract existed between an employer and a de- 
ceased husband in Flarsheim v. United States 
(156 Fed. (2d) 105). In the Varnedce case, su- 
pra, monthly payments were made to the widow 
of a city fireman pursuant to a Georgia statute, 
and the court there held that since the widow 
had a statutory right to the money, she was 
taxable with respect thereto under section 22 
(a) of the Internal Revenue Code. In I. T. 3972 
(C. B. 1949-2, 15), the ‘ordinary death benefit’ 
received by the widow of an employee.of the 
Government of the Territory of Hawaii, pur- 
suant to Hawaiian law, was held to constitute 
taxable income. However, it has been held that 
even where the employer’s plan for payments 
after the death of an employee is a voluntary 
plan, a contractual obligation exists. (See Mary 
Sutro v. United States (unreported), decided 
June 2, 1942, by the United States District Court 
for the Northern District of California; see also 
I. T. 3840, C. B. 1947-1, 7.) 

“It is the position of the Bureau that irre- 
spective of a ‘plan,’ voluntary or involuntary, 
definite or indefinite, payments of the type 
herein considered constitute taxable income, 
and it is held that payments made by an em- 
ployer to the widow of a deceased officer or 
employee, in consideration of services rendered 
by the officer or employee, are includible in the 
gross income of the widow for Federal income 
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compensation.” The validity of the princi- 
ple of equal treatment of parties to a 
transaction is clearly based on consistency * 
and logic. Nevertheless, it has been re- 
peatedly disregarded. The Regulations and 
income tax rulings which deal with the 
subject at hand violate the above-mentioned 
principles.* 


Section 23 (a) of the Code allows as a 
deduction “all the ordinary and necessary 
expenses paid or incurred during the taxa- 
ble year . . . including a reasonable allow- 
ance for salaries or other compensation for 
personal services actually rendered. . . .” 
A payment received as compensation for 
services is taxable as income, though made 
without consideration, and, hence, for many 
purposes, it is a gift.* To hold that every 
payment which in any respect is a gift is 
perforce not compensation and hence re- 
lieved of any tax is to wreak havoc with 
the law. What controls the determination 


tax purposes. Accordingly, O. D. 1017, supra, 
is revoked, I. T. 3329, supra, is modified, and 
the paragraph entitled ‘Gratuity’ in part I of 
Treasury Decision 2090, approved on December 
14, 1914, will no longer be followed. 


“Under authority contained in section 3791 
(b) of the Internal Revenue Code, this ruling 
will not be applicable to payments received 
prior to January 1, 1951.”’ 

3 37-2 ustc {| 9534, 302 U. S. 34. 


3 Merchants National Bank, CCH Dec. 2423, 
6 BTA 1167 (1927); John I. Chipley, CCH Dec. 
7518, 25 BTA 1103 (1932). 


4Regs. 111, Secs. 29.22(a)-2, 29.23(a)-9, and 
I. T. 3329, 1939-2 CB 153. The Commissioner 
seems willing to violate this principle in any 
case where the revenue can be increased. 


5 Old Colony Trust Company v. Commissioner, 
1 ustc { 408, 279 U. S. 716, 730 (1929). Benefit 
done without legal obligation is in a broad 
sense a ‘“‘gift,’’ but when provisions of income 
tax statutes are construed together, present or 
former employees to whom money is paid in 
consideration of their services receive it as 
‘“‘compensation for services,’’ although not de 
mandable, and it is taxable income to them. 
The Court thereupon referred approvingly to 
Noel v. Parrott, 1 ustc 7184, 15 F. (2d) 669 
(CCA-4, 1926), where compensation payments 
made to the officers who were resigning from 
the company were taxed, although a resolution 
referred to the payments as a ‘‘gratuitous ap- 
propriation.’’ Simpkinson v. Commissioner, 37-1 
ustc {| 9239, 89 F. (2d) 397 (CCA-5). 

6 Bogardus v. Commissioner, 37-2 ustc J 9534, 
302 U. S. 34, dissenting opinion by Brandeis, 
Stone, Cardozo and Black. The categories of 
‘‘gift’’ and ‘‘compensation’’ are not always mu- 
tually exclusive ahd, at times, overlap. What 
controls is not the presence or absence of con- 
sideration but the intention with which pay- 
ments, however voluntary, have been made. Has 
the payment been made with the intention that 
services rendered in the past shall be requited 
more completely, though full acquittance has 
been given? If so, it bears a tax. Has it been 
made to show good will, esteem or kindliness 
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of whether a payment is a gift or compen- 
sation is the intent with which such pay- 
ment, however voluntary, is made.” 


Very important, too, is the fact that 
directors of a corporation, as a general rule, 
have no power to give away any of the 
assets of the corporation. In the case of 
Botchford v. Commissioner, the payment was 
not submitted to a stockholder vote. If the 
directors could not give this sum and the 
books of the corporation show that it was 
not given away, it must be presumed that 
the payment was not a gift.® 


“A gift is a voluntary transfer of his 
property by one to another, without any 
consideration or compensation therefor.... 
Although it is held that the motive accom- 
panying a gift is not material, gifts usually 
proceed from the generosity of the giver; 
and, where there is any doubt as to the 
nature of the transaction, the absence of 
such motive is a pertinent circumstance for 
consideration. It is an essential character- 
istic of a gift, however, that it be a transfer 
without consideration. If there is a con- 
sideration for the transaction, it is not-a 
gift.” 


Early Ruling 


As early as 1914, the Treasury Depart- 
ment issued a ruling” which provided that 
the salary of an officer or employee paid 
for a limited period after his death to his 
widow in recognition of the services ren- 
dered by her husband, no services being 
rendered’ by the widow, were not deductible 
as a business expense by the payor. This 
provision was carried forward in the regu- 


(Footnote 6 continued) 


toward persons who happen to have served but 
are paid without thought to make requital for 
the service? If so, it is exempt. Weagant v. 
Bowers, 1932 Standard Federal Tax Reports 
9217, 57 F. (2d) 679 (CCA-2); Schumacher v. 
U: S., 1932 Standard Federal Tax Reports { 9077, 
55 F. (2d) 1007 (Ct. Cls.). 

T Bass v. Hawley, 3 ustc J 1038, 62 F. (2d) 721, 
723 (CCA-5, 1933): ‘‘The intent is that all re- 
ceipts in whatever form that come because of 
labor and service, whether payment could be 
compelled or not, shall be taxed as income aris- 
ing from labor. That only is a gift which is 
purely such, not intended as a return of value 
or made because of any intent to repay another 
what is his due, but bestowed only because of 
personal affection or regard or pity, or from 
general motives of philanthropy or charity.’’ 

8 36-1 ustc { 9149, 81 F. (2d) 914 (CCA-9). 

® Noel v. Parrott, cited at footnote 5. 

10 T. D. 2090, December 14, 1914. 

11 Treasury Regs. 33, Art. 137. 


122 Treasury Regs. 45, Art. 108. 
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lations issued under the Income Tax Acts 
of 1916 and 1917.*% However, more than a 
year later, in the regulations * which were 
a forerunner of the present Regulations 
111, Section 29.23 (a)-9, the following was 
promulgated: “When the amount of the 
salary of an officer or employee is paid for 
a limited period after his death to his 
widow or heirs in recognition of services 
rendered by the individual such payment 
may be deducted.” 


Courts’ Approach 


In determining the deductibility of the 
payments to the widow or heirs of a de- 
ceased employee, the courts have analyzed 
these payments as any compensation pay- 
ment included under Section 23 (a). Are 
they ordinary and necessary expenses paid 
or incurred during the taxable year? If 
they are, are the payments made to the 
widow, when added to the salary previously 
paid to the deceased, reasonable compensa- 
tion for services™ actually rendered? Are 
the payments for a “limited period”? ™ 


The courts’ approach has been to decide 
first whether the payments are reasonable. 
Once this has been favorably decided, they 
determine whether or not the payments are 
ordinary and necessary expenses.* If the 
payments are reasonable they will be deemed 
ordinary and necessary expenses.” The 
court in a recent case™ analyzed the pay- 
ments made along these lines. The mere rea- 
sonableness of the payment of additional 
compensation is not sufficient; a benefit to 
the payor is essential for the payments to 


13 W. D. Haden Company, CCH Dec. 15,013(M), 
5 TCM 250 (1946), aff’d 48-1 usrc { 9147, 165 F. 
(2d) 588 (CCA-5). 

14 Regs. 111, Sec. 29.22(a)-9. 

33 Mobile Bar Pilot’s Association, CCH Dec. 
9513, 35 BTA 12 (1936). 

16 Seavey and Flarsheim Brokerage Company, 
CCH Dec. 10,978, 41 BTA 198 (1940). 

1” Frederick Pfeifer Coaporation, CCH Dre. 
17,584, 14 TC 569 (1950). The deceased em- 
ployee sold his business to the petitioner with 
the express understanding and condition that 
he was to be the president of the petitioner 
corporation and that in the event of his death, 
his widow was to receive a fixed sum as long as 
she lived. The court held that there was no 
established pension policy and no evidence that 
the payments were for past compensation and 
were reasonable in amount. They were paid 
pursuant to a contract, but the contract was 
not one of employment. Therefore the pay- 
ments to the widow were not ordinary and nec- 
essary expenses of the business of the peti- 
tioner. They may have been a part of the busi- 
ness purchased, but, if so, they could not be 
deductible as ordinary and necessary expenses. 
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be ordinary and necessary.” “It is not 


fatal to deductibility that the employer was 
not legally obligated to make such payment.”” 


‘Limited Period”’ 


An important phrase in Regulations 111, 
Section 23 (a)-9, is “limited period.” Does 
it require a limitation expressed in terms 
of years, irrespective of the number, or 
does it mean that the actual years must be 
limited? I. T. 3329™ seems to indicate that 
the deduction for the corporation exists so 
long as the payment is for a “limited period.” 
The Commissioner feels that a “limited 
period” is two years, In W. D. Haden 
Company,” the Commissioner disallowed 
the payments because the annual payment 
of said amounts was to be continued in- 
definitely. The Tax Court found that the 
payments were to be made only during the 
widow’s lifetime or until her remarriage, 
and since the petitioner did not show that 
the payments in question were to be paid 
for a “limited period” of time, it sustained 
the Commissioner’s determination which 
disallowed a deduction for the payments 
made to the widow. In H. T. Cushman 
Manufacturing Company, a written contract 
provided that the corporation pay $5,000 
per annum to its officers’ widows. The pay- 
ments were to continue for the lifetime of 
the widow or a minimum of twenty-five 
years from the date of the execution of the 
contract. The court held the twenty-five 
years to be a limited period and sustained 
the deduction, distinguishing Astorian-Bud- 
get Publishing Company,* a case where the 
payments to the widow were disallowed as 
a deduction because payments were to be 
made to the widow or next of kin so long 
as the widow or next of kin “continued to 
hold the inherited stock of the taxpayer.” 
The decision was grounded on the fact that 
the only limitation of time on the payments 
was the period during which the widow 


%W. D. Haden Company, cited at footnote 
13. Payment was made only because of the 
needs of the widow. The husband was paid his 
complete salary in his lifetime, and his brother, 
the president, did only what he felt was neces- 
sary for his moral obligation. In Snyder and 
Berman, Inc. v. Commissioner, 41-1 ustc { 9133, 
116 F. (2d) 165 (CCA-4), the corporation was 
not permitted a deduction, because the payment 
of the pension to a living employee was paid 
in the interest of the family, rather than for 
the business. In Astorian-Budget Publishing 
Company, CCH Dec. 11,885, 44 BTA 969 (1941), 
the officers of the taxpayer were concerned over 
the security of their families and agreed upon 
a plan to pay certain sums to their families in 
the event any of the officers should die. It was 
held that the payments resembled a distribution 
of profits rather than a pension. 
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continued to own the stock. The Com- 
missioner seems to be interpreting this 
phrase incorrectly. There should be a limit 
to the time for which a deduction will be 
granted, but it should not be an essential factor 
for the granting of a deduction. In view 
of H. T. Cushman Manufacturing Company, 
above, it would seem that a “limited 
period” means any period wherein a speci- 
fied number of years has been designated, 
irrespective of the number so designated. 


Putnam Case 


In a recent case™ on “limited period,” the 
corporation resolved to pay a pension to 
an employee and upon his death to pay this 
pension to his widow during her lifetime. 
The corporation at a later date reworded 
the resolution and changed the words “un- 
limited annuity” to “voluntary pension.” 
The widow reported such payments as in- 
come. The petitioner never had any trust 
or pension arrangement for any of its other 
employees, and no other employee ever 
received such payments. The Commissioner 
stated that under the facts in this case, 
18 months was the “limited period” in which 
to make payments to the widow of the 
salary the employee was receiving at the 
time of his death. The petitioner stated 
that such payments were in pursuance of a 
contractual obligation, that they repre- 
sented additional compensation for additional 
service rendered in the past and inadequate- 
ly compensated for during the employee’s 
lifetime and that the 40% months for which 
the payments were made were a period 
which falls within the “limited period” as 
used in the applicable regulations. The 
court held that these were voluntary pay- 
ments within the case of McLaughlin Gorm- 
ley King Company™ and that after careful 
consideration of all the facts, a period of 
24 months was the “limited period” meant 
by Regulations 111, Section 29.23 (a)-9. 


19 Flood v. U. 8., 43-1 ustc § 9259, 133 F. (2d) 
173, 178 (CCA-1). 

20 Cited at footnote 4. 

21 1939-2 CB 153. 

22 Cited at footnote 13. 

23 CCH Dec. 13,580(M), 2 TCM 978 (1944). 

24 Cited at footnote 18. 

23J, Putnam, Inc., CCH Dec. 17,785, 15 TC —, 
No. 13 (1950). 

2%®CCH Dec. 16,622, 11 TC 569 (1948). The 
taxpayer was a Minnesota corporation whose 
president died on July 7, 1939. Pursuant to a 
resolution adopted at the annual meeting of 
stockholders on November 14, 1939, the remain- 
der of the president’s salary for the month of 
July, 1939, and $300 each month thereafter 
through the fiscal year ended September 30, 
1943, were paid. The court held that the pay- 
ments made by the taxpayer subsequent to 
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The cases do not do very much for de- 
termining what is a “limited period,” though 
it seems that the court is applying the 
term “reasonableness of the payment” and 
the term “ordinary and necessary” under 
Section 23 (a) to the “limited period.” So 
long as the payor can claim and prove that 
business benefits flowed to it as a result 
of the payment in question, the deduction 
will be allowed. No case gives the reason- 
ing for the period of time allowed, although 
under the facts of each particular case,” 24 
months seems to be the justified period. 
Since this, as are all deductions, is a matter 
of legislative grace and does not turn upon 
general equitable grounds,” the Congress 
should have been more specific in its lan- 
guage, especially since after all these years 
no adequate and definite definition of 
“limited period” has been determined by 
the courts.” 


Whether there is income to the widow 
or heirs of the deceased employee depends 
basically upon whether the payment con- 
stitutes income to the recipient under the 
broad definition of income™ or falls within 
Section 22 (b) (3) which excludes gifts 
from gross income. Interpretation of these 
statutes usually culminates in the typical 
case of gift versus compensation, applicable 
to living employees™ as well as to widows of 
deceased employees. Most of the cases 
which discuss taxability consider the treat- 
ment of the books of the corporation and 
the wording of the resolution as controlling. 
Therefore, if the corporation takes a de- 
duction, treating the payment as compen- 
sation, the recipient is to be taxed. 


(Footnote 26 continued) 


November 30, 1941, were not deductible under 
Sec. 23 (a) of the Code or Sec. 29.23(a)-9 of 
Regs. 111. A ‘“‘limited period’’ within the mean- 
ing of the Regulations will depend upon the 
facts of each particular case. 

‘1 Cited at footnote 26. 


% Deputy v. DuPont, 40-1 usrc { 9161, 308 U. S. 
488 


2If I. T. 4027 is to be followed, Regs. 111, 
Sec. 29.22 (a)-9 should be revised and there 
should be no limited period. The payment to 
a widow, which the Commissioner would have 
taxable, should be deductible by the payor as 
long as the payor is able to prove that under 
Sec. 23 (a) the payment is a reasonable and 
ordinary expense and necessary in trade or 
business. 

30 Code Sec. 22 (a) includes in gross income 
the ‘‘gains, profits and income derived from 
salaries, wages or compensation for personal 
services .°. . of whatever kind...or... in- 
come derived from any source whatever.’ 

31 Bogardus v. U. 8. and Weagant v. Bowers, 
cited at footnote 6; Bass v. Hawley, cited at 
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What is a “limited period’’? The courts 
do not give a very satisfactory answer. 





I. T. 3329, above, which permits both a 
corporate deduction and a gift treatment 
to the recipient of such payment has for 
the last few years been the lighthouse and 
the beacon to widows. On the basis of 
this I. T., the Tax Court in Louise K. 
Aprill;* a case which will be discussed after 
a brief history ® of the rulings which led to 
I. T. 3329, ruled in favor of the taxpayer 
widow. 


The only Code provision allowing a gift 
to a recipient is to be found in Section 22 
(b) (3). Unless what a widow, heir or 
estate receives is a gift within this section, 
it should not be tax free. In I. T. 3329, 
the Commissioner was attempting to clarify 
Section 29.22 (a)-2. 


The Regulations“ provide that “so-called 
pensions awarded by one to whom no serv- 
ices have been rendered are mere gifts or 
gratuities and are not taxable.” 


' The Regulations stress the position of 
the payor and state, in effect, that if the 
payor receives services, the Regulations do 
not apply to the recipient of payment for 
such services and he is deemed to have 
received taxable income. An example which 
meets the requirements of the Regulations 
is the pension granted to retired teachers 
or their widows by the Carnegie Founda- 
tion for the Advancement of Teaching, the 
teachers performing no services for the 
benefit of the payor. 


footnote 7; Botchford v. Commissioner, cited at 
footnote 8. 

% CCH Dec. 17,275, 13 TC 707 (1950). 

%3The Treasury Department‘issued T. D. 2090 
on December 14, 1914. The ruling provided: 
‘“‘Where the monthly salary of an officer or 
employee is paid for a limited period of time 
after his death to his widow in recognition of 
the services rendered by her husband, no serv- 
ices being rendered by the widow, it is held that 
such payment is a gratuity and exempt from 
taxation under the income tax law.’’ A later 
edition of Regs. 45, Art. 32 (1920), provided: 
‘“‘However, so-called pensions awarded by one 
to whom no services have been rendered are 
mere gifts or gratuities and are not taxable.’’ 
In a subsequent ruling issued in 1920, L. O. 1040, 
3 CB 120, the Commissioner held that pensions 
granted to retired teachers or to widows of 
teachers by the Carnegie Foundation for the 
Advancement of Teaching did not constitute 
taxable income because they were ‘‘awarded by 
one to whom no services have been rendered 
and who has received no direct benefit from the 
services rendered.”’ 

3% Regs. 111, Sec. 29.22 (a)-2. 
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Varnedoe v. Allen 


I. T. 3329 states “that when an allowance 
is paid by an organization to which the 
recipient has rendered no service, the amount 

. is not subject to Federal income tax in 
the hands of the recipient.” This type of 
interpretation is opposed by the decision 
of the Fifth Circuit Court of Appeals in 
Varnedoe v. Allen™® In this case the tax- 
payer was the widow of a fireman who 
during his lifetime was a full-time captain 
in the fire department in Atlanta, Georgia. 
After her husband’s death the widow, under 
an act of the General Assembly, com- 
menced receiving payments of $100 per 
month. The court held the widow to be 
taxable on the receipt of the payments and 
stated: “It is not necessary that the services 
should have been rendered by the payee. 
The payor is the one to whom the services 
must have been rendered.” Following this 
case came more rulings which treated 
special groups.” 


Aprill Case 


In the Louise K. Aprill case, above, a 
corporation, after being informed of I. T. 
3329 by its auditor, prepared a resolution 
which followed the language and require- 
ments of the I. T. and which provided for 
payments to Mrs. Aprill after her husband’s 
death. The payments were voted upon by 
the board of directors of the corporation 
and ratified by the stockholders. The Tax 
Court held that these payments constituted 
a gift to the widow. It spoke of the pur- 
pose which motivated the corporation in 
making this gift—the fact that the only 
services rendered could be those of the 
husband—and then cited I. T. 3329 as the 


35 46-2 ustc { 9395, 158 F. (2d) 467 (CCA-5). 

%I. T. 3653, 144 CB 75, treated annuities, 
paid under the retirement plan of the city of 
R to a policeman during his lifetime and to his 
widow upon his death, as taxable to the widow 
as payment received as an annuity. After the 
consideration paid by the policeman was recov- 
ered tax free, the annuity payments wére tax- 
able in full. The fact that the widow who 
receives the annuity payment has rendered no 
service to the payor is immaterial in view of 
the provisions of Sec. 22 (b) (2) of the Code. 
In 1946, a Special Ruling (1946 Standard Fed- 
eral Tax Reports { 6241) was issued making it 
beneficial to be the widow of a governor of Indi- 
ana. Annual pensions, which are payable for 
life or until remarriage, paid to the widows of 
the governor or former governors of Indiana 
pursuant to Indiana’s statute were held to come 
within the gift category and to be exempt from 
income tax under Sec. 22 (b) (3). In I. T. 3840, 
1947 CB 7, it was held that payments to widows 
or heirs of a deceased employee, under a non- 
contributory, voluntary death-benefit plan es- 
tablished by the employer, represent consider- 
ation for services rendered by the employee and 
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basis of its decision. The Commissioner” 
acquiesced in the holding of this case after 
the issuance of I. T. 4027, the latest ruling 
on this subject. This latest I. T. on the 
subject of payments to widows distinguishes 
I. T. 3329 and follows the Fifth Circuit’s 
decision in Varnedoe, above. The Commis- 
sioner’s acquiscence can only mean that for 
all payments received before January 1, 
1951, he will continue to honor I. T. 3329 
and Louise K. Aprill but that after Decem- 
ber 30, 1950, the new ruling is effective. 
This type of administrative procedure is 
good in that it puts at rest the minds of 
taxpayers who follow the Bureau’s rulings 
and regulations as the law. To those who 
feel that I. T. 4027 is incorrect, the Com- 
missioner’s acquiscence to Louise K. Aprill 
may be ammunition in any subsequent liti- 
gation on this subject. A careful reading 
of the italics of I. T. 4027 indicates the 
basis of the new change in position, which 
position is legally sounder than that of 
I. T. 3329, 


Whether the payments represent gifts or 
income cannot be answered by definitions, 
categories or I. T.’s. Some guidance can 
be had by distinguishing between enforce- 
able and nonenforceable obligations. Where 
the widow has a vested right enforceable by 
virtue of a contract, the payment to her 


cannot be considered as a gift but must be 
taxable as income.* 


The fact that an enforceable contract 
right presents taxable income to the widow 
does not mean that nonenforceable obliga- 
tions or voluntary payments are to be 
treated as gratuities and as nontaxable. The 
essential problem is to determine the in- 
tention of the parties.” 


constitute taxable income to the recipient under 
Secs. 22 (a) and 126 (c). In Mary Sutro v. U. 8., 
42-2 ustc § 9523 (DC Calif., June 2, 1942), a 
woman included in her return the benefits paid 
to her by Standard Oil Company of California 
as the widow of Oscar Sutro, a Standard Oil 
employee, and sued for refund of the tax paid 
thereon. Benefits were received under a volun- 
tary ‘‘Life Insurance and Sickness Disability 
Benefits’” plan. Standard Oil guaranteed pay- 
ment of “‘life insurance’’ in accordance with 
the terms of the plan in existence at the time 
of the employee’s death. The court held that 
though the plan was voluntary, the word ‘‘guar- 
antee’’ indicated an intent to create an enforce- 
able obligation. The good will of the em- 
Ployees and long faithful services on their part 
constituted consideration for the plan. 

37 1950-2 CB 1. 

3% Seavey and Flarsheim Brokerage Company, 
cited at footnote 16. 

% Bogardus v. U. 8. and Weagant v. Bowers, 
cited at foo note 6; Bass v. Hawley, cited at 
footnote 7; Botchford v. Commissioner, cited at 
footnote 8. 
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Where a pension is paid as a result of a 
uniform plan offered as an inducement to 
the employees entering into the service of 
the employer, it would seem to represent 
compensation even though granted without 
a legal right or moral compulsion.“ A 
voluntary payment intended by the payor 
to represent additional compensation for 
the services of a deceased employee would 
be taxable to the recipient.” 


The Commissioner, in his ever-continuing 
search to raise more revenue and in an 
attempt to bolster his position in the type of 
cases discussed hereinabove, has taxed the 
recipient of such payments under Section 


126 (a). 


O'Daniel Estate 


In O’Daniel Estate v. Commissioner,” the 
deceased was employed by a corporation 
which had a bonus plan. No employee, 
however, had an enforceable right to the 
bonus, which was based on the prior year’s 
earnings, until the amount of his share was 
designated. The bylaws of the corporation 
gave the complete details of the bonus plan. 
No share of the bonus for the year 1943 
was allocated to the decedent until March 
14, 1944, several months after his death 
which was on November 4, 1943. The Tax 
Court considered and held the payment to 
be taxable income to the estate under Sec- 
tion 126(a)(1)(A). The petitioner argued 
that the decedent had no legally enforceable 
right to the funds paid to the estate, that 
the decedent’s estate did not acquire from 


4 Mertins, Law of Federal Income Tazation, 
Sec. 809, p. 392; Mary Sutro v. U. 8., cited at 
footnote 36. I. T. 3760, 1945 CB 54, deems tax- 
able the entire disability retirement pay re 
ceived by a lighthouseman who engages in the 
work knowing he would be the recipient of a 
retirement fund. 


“1 Old Colony Trust Company v. Commissioner 
and Noel v. Parrott, cited at footnote 5. In the 
Parrott case the court said: ‘It [the money 
in question] was nowhere treated or referred 
to as a gift, but, on the contrary, was entered 
upon the books of the corporation as a payment 
on salary account and, as such, deducted by the 
corporation from its taxable income.’’ In Bray- 
ton v. Welch, 41-2 ustc { 9539, 39 F. Supp. 537 
(DC Mass.), when the corporation took the 
deduction, the court pointed out that, gener- 
ally, directors of a corporation may not make 
a gift of corporate assets, that the stockholders 
had not ratified the payments and that, there- 
fore, the payments were additional compensation 
and thus represented taxable income to the 
recipient. 


4249-1 ustc J 9235, 173 F. (2d) 966, aff’'g CCH 
Dec. 16,343, 10 TC 631 (1948). 

* Bylaw of the American Cyanamid Corpo- 
ration, the employer of the deceased: ‘‘(2) (b) 
[The] Treasurer shall pay and distribute such 
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the decedent any right to receive the pay- 
ment and that the statute itself imposes the 
express condition that the amount is taxable 
to the estate only if the right to receive the 
amount is acquired by the decedent’s estate 
from the decedent. The Tax Court, in find- 
ing for the Commissioner, grounded its 
decision on the premise that it was not 
necessary for the decedent to have had any 
legal right to the amount and, in answer to 
the petitioner’s argument, said:“ “The peti- 
tioner’s argument misconceives the purpose 
and effect of the statute. The decedent need 
not have had a legally enforceable right 
to the amount at the time of his death.” 


‘“Right’’ Stressed 


On appeal to the Second Circuit, petitioner’s 
counsel stressed the importance of the term 
“right” and its frequent usage by the Con- 
gress in Section 126. The term is used five 
times in subsection (1), three times in sub- 
section (2) and three times in subsection (3). 

The Second Circuit’s interpretation of “if 
the right to receive the amount is acquired 
by the decedent’s estate from the decedent” 
completely ignored the commonly accepted 
definition of the term “right,” as well as its 
frequent use by the Congress, and inter- 
preted the term as not being a legally en- 
forceable right. It affirmed the Tax Court. 

The petitioner in O’Daniel was not arguing 
that the bonus payment was a “gift” but 
merely that the payment was not taxable as 
income within the present Code provisions 
and that the mere fact that the income may 





special fund as follows: (a) To the President 
. .. to and among those officers and/or employ- 
ees of the company during such fiscal year whom 
the President may have designated (which des- 
ignation may change from time-to time) as 
{are] entitled to participate therein in pro- 
portion to the amount of compensation as 
hereinafter defined, received by said person 
respectively from the company for such fiscal 
year. . . . (4) The ascertainment made by the 
accountants or other auditors as aforesaid and 
the payments and distributions made by the 
Treasurer, as well as their acts and findings 
hereunder, shall be binding and conclusive on 
all parties and no one shall have any right to 
question the same or any part thereof or to any 
examination of the books, papers or accounts 
of the Company or to continue with the Com- 
pany or to maintain any claim against the Com- 
pany or against any Officer, Director or 
Employee of the Company or any right to claim 
except as herein specifically expressed and to 
the Board of Directors is hereby expressly re- 
served the right to discharge any officer and/or 
employee of the Company and to withhold, in 
whole or in part, the participation in any of the 
above payments and distributions which any 
such officer and/or employee of the Company 
would or might receive.’’ (Italics supplied.) 
# CCH Dec. 16,343, 10 TC 631, 634 (1948). 
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escape taxation does not impel its inclusion 
in taxable income. 


Prior to the amendment of Section 42 by 
the Revenue Act of 1934, the courts had 
held that income accrued prior to the death 
of a decedent who had operated on a cash 
basis did not constitute income to his estate 
when collected.“ The accrued item was 
not income to the decedent since it had 
not been received. Immediately upon his 
death the item was considered a corpus 
item of the estate having a cost basis of the 
value of the item at the date of death. 
A taxpayer on the accrual basis was in a 
different situation, since all items accrued 
prior to death were includible in the de- 
cedent’s last return on the basis of his 
accrual method of accounting. 


The Revenue Act of 1934, in an attempt 
to overcome this gap in the income tax 
law, amended Section 42 to provide that 
whether a taxpayer decedent was on a cash 
or accrual basis, all items of income were 
to be accrued in the decedent’s last return.* 


Meaning of ‘‘Accrued’”’ Expanded 


Under Section 42, as thus amended, it 
became important to determine what items 
were to be considered to have accrued, and 
the word “accrued” was given a very broad 
expansion in meaning. As a result of the 
1934 law, hardship resulted in many cases 
through the pyramiding of large amounts 
of income in the decedent’s last return 
which ordinarily would have been receiv- 
able over a period of several years. 


-The purpose of the amendments em- 
bodied in Section 134 of the Revenue Act 
of 1942 was to prevent the escape of income 
which prior to 1934 could escape taxation 
and, at the same time, to lighten the burden 
so that such amounts could be taxed to the 
same extent as if the decedent had remained 
alive and received them. 


A cash-basis taxpayer’s final return no 
longer included accrued items, but such 
items referred to in Section 126 as “income 
in respect of a decedent” were made tax- 
able, when received, to the estate or person 
entitled by devise, bequest or inherit- 
ance to the particular income item. Not 
every conceivable item which might result 
in gain to the estate was included in the 
cash-basis taxpayer’s final return under the 
accrual provisions of former Section 42. 


5 Nichols v. U. 8., 1 ustc § 225, 64 Ct. Cls. 241 
(1947); William P. Blodgett, CCH Dec. 4512, 13 
BTA 1234 (1928); Jackson B. Kemper, CCH Dec. 
4705, 14 BTA 931 (1928). 


The terms of coverage in Section 126, 
subsection (a) (1) are “all items of gross 
income in respect of a decedent,” and the 
terms of incidence in items (A), (B) and 
(C) thereunder refer to the taxable entity 
or person to whom the right to receive 
the amount is acquired. 

If, in accordance with the canons of 
statutory construction, we look first to the 
statute itself for its meaning, we find that 
the statement of the “general rule” in Sec- 
tion 126 (a) (1) furnishes a significant hint, 
as to the coverage of the phrase “amount of 
all items of gross income in respect of a 
decedent,” in the careful choice of words in 
subdivisions (A), (B) and (C). Each of 
these subdivisions defines the person taxed 
by reference to “the right to receive the 
amount” (obviously “of all items of gross 
income in respect of a decedent”) instead 
of by simply naming the classes as receiving 
or collecting the gross income. The same 
phrase, “right to receive the amount,” is 
identified as a right acquired by the dece- 
dent in Section 126 (a) (3), and the same 
identification is implicit in Section 126 (a) 
(2). Such a particular and technical phrase 
would not have been used throughout all 
of Section 126 (a) except for some limiting 
purpose. It is suggested that this purpose is 
the distinguishing of rights to income as a 
kind of legal property. 

Income, within the meaning of the Six- 
teenth Amendment, is the fruit that is born 
of labor, not the potency of fruition. A 


_ claim that is conditional or contingent is to 


be taxed when shorn of its conditions or 
contingent quality and becomes uncondi- 
tional or absolute.” 


Congressional Intent 


The second step in the canons of statu- 
tory construction is the intent of Congress 
in enacting Section 126: 


“Since the Revenue Act of 1934 the rev- 
enue laws have contained provisions in- 
cluding in the income of a decedent for the 
period in which falls the date of his death 
all income accrued up to the date of his 
death not otherwise properly includible in 
respect of such period or a prior period. 
While such income should be subject to 
income tax, hardship results in many cases 
from including in the income for the dece- 
dent’s last taxable period amounts which 
ordinarily would be receivable over a period 
of several years. This section changes the 


4 48 Stat. 680c, Sec. 42. 


“U. 8. v. Safety Car Heating and Law 
Company, 36-1 ustc. J 9042, 297 U. S. 
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Income, within the meaning of the 
Sixteenth Amendment, is the fruit born 
of labor, not the potency of fruition. 





existing law by providing that such amounts 
shall not be included in the decedent’s in- 
come but shall be treated, in the hands of 
the persons receiving them, as income of 
the same nature and to the same extent as 
such amounts would be income if the dece- 
dent remained alive and received such 
amounts. ... The right to income is treated 
in the hands of the decedent differently from 
his other property, and when his estate or 
his legatee takes his place with respect to 
this income, it is proper to continue to treat 
this right in their hands in the same man- 
ner as it would be treated in the hands of 
the decedent. 


“ce 


. The persons who are placed, with 
respect to such amounts, in the same posi- 
tion as the decedent are the decedent’s 
estate, which in the great majority of cases 
will receive such amounts, and, if the estate 
does not collect such amounts but distributes 
the right to receive such amounts to the heir, 
next of kin, legatee, or devisee, who inher- 
ited or was bequeathed or devised such 
right, such heir, next of kin, legatee, or 
devisee. Also placed in the same position 
as the decedent.with respect to such amounts 
are those who acquire the right to such 
amounts by reason of the death of the 
decedent. . . . Another example is the case 
of a partner who contracts in the partnership 
agreement that his interest in certain part- 
nership assets shall pass to the surviving 
partners in exchange for payments to be 
made by them to his widow. On his death, 
the payments by the surviving partners 
shall be included in the widow’s income to 
the extent they represent the gain on such 
sale. If the payments are to be made to 
the widow as trustee for minor children, 
and the right to receive such payments is 
transferred to the children upon their ma- 
jority, the children are within the provisions 
of Section 126 (a) (1) as receiving the right 
to such payments by reason of the death 
of the decedent. 


Thus, if the right to receive the 
income is disposed of, as by gift, the donor 
must include the fair market value of such 
right in his gross income, in view of his 
benefit from such right. 


“ 


* Report of the Committee on Finance (S. 
Rept. No. 1631, 77th Cong., 2d Sess., 1942-2 CB 
504, 579-581). 
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“Subsection (a) (3) of Section 126 pro- 
vides that the right to receive an amount 
described in subsection (a) (1) shall be 
treated in the hands of a person described 
in that subsection as if it had been acquired 
in the transaction by which the decedent ac- 
quired such right, and shall be considered 
as having the same character it would have 
had if the decedent had lived and had re- 
ceived such amount. This provision is de- 
signed to place the person described in 
subsection (a) (1) in the same position with 
respect to the nature of this income as the 
position the decedent enjoyed. . . .” (Italics 
supplied.) “ 


From this report it can be seen . that Con- 
gress intended to tax all income and that 
the purpose of this new section was to 
prevent the hardships which resulted from 
including all of the income of the decedent 
in his last taxable period, amourts which 
would be receivable over a period of sev- 
eral years. Since this was the purpose as 
spelled out in the report of the Committee 
on Finance, Congress had to tax to the 
decedent’s estate, heirs, next of kin, legatee 
or devisee any right to income received by 
them through the decedent. The Congress 
used this word “right” as a well-chosen 
word to describe what the estate, heirs, next 
of kin, legatee or devisee received from the 
decedent. 


If income is received from an employer 
by an employee during his lifetime without 
a legal right, by the weight of the cases, 
the payments are considered as taxable in- 
come to the employee.“ An employee has 
no right to receive bonuses, Christmas gifts 
or other benefits from an employer even 
though economically and morally he may 
be considered entitled to the bonus or other 
benefits. In any interpretation of Section 
126 we cannot consider the use of the word 
“right” in the same light as “entitlement to” 
or “moral obligation.” 


When a payment is made after the death 
of the employee, it is received by the recipi- 
ent widow, heir, next of kin, legatee or 
devisee under Section 126 (a). That Con- 
gress intended a “right” to mean a legal 
right can be seen from the example in the 
Senate Finance Committee reports of the 
minor child who receives a right from her 
father and the treatment of the transfer 
of a right under Section 126 (a) (3) which 
requires a person who transfers such right 
to include the fair market value in his gross 


* Bogardus v. U. 8. and Weagant v. Bowers, 
cited at footnote 6; Bass v. Hawley, cited at 


footnote 7; Botchford v. Commissioner, cited at 
footnote 8. 
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income plus the amount by which any con- 
sideration received on such transfer exceeds 
the fair market value of such right. Clearly 
Congress must have had in mind a legal 
right, something which could be sold and 
which would be bought. Where the pay- 
ment to be made is voluntary and at the 
option of the payor, there is no right which 
a bona fide purchaser would be willing to 
buy because of the speculative nature of 
what he would be buying. 


The Commissioner in his regulations ® which 
interpret Section 162 (b) states as follows: 
“ _.. the term ‘income which becomes pay- 
able’ means income to which the legatee, 
heir, or beneficiary has a present right 
whether or not such income is actually paid. 
Such right may be derived from the direc- 
tions in the trust instrument or will to make 
distributions of income at a certain date, or 
from the exercise of the fiduciary’s discre- 
tion to distribute income, or from a recog- 
nized present right under the local law to 
obtain income or compel a distribution of 
income. ... 


“Example (1)... . Under the terms of 
the trust and the local law (which allow 
accumulations) the income of the trust for 
the period of 12 months ended June 30 of 
each year is accumulated and the beneficiary 
has no right to such income until the last 
day of such period (June 30)... .” (Italics 
supplied.) 

In the Commissioner’s regulation just 
cited, the word “right” is given the meaning 
of a legal right, the only meaning such a 
limiting word can have in a technical statute 
such as the Internal Revenue Code. 

If the word “right” has so technical a 
meaning under Section 162, how can the 
word “right” have no legal meaning at all 
under Section 126, as the Commissioner 
contends and the Tax Court has ruled?™ 
Surely the use of a technical word in the 
income tax laws should have the same 
meaning wherever met in the Code. 


Interpretation by Other Courts 


The third step in the canons of statutory 
construction is that of looking to other 
courts for the interpretation of a word. In 
Estate of Jack T. Messing™ the deceased 
was employed by Arthur Beir and Com- 
pany as a confidential bookkeeper and cash- 
ier at a salary of $6,360 per annum. For 
three years prior to his death Mr. Messing 


% Regs. 111, Sec. 29.162-2(b). 
81 O’Daniel Estate v. Commissioner, cited at 
footnote 42. 


received a bonus of $24,000. Mr. Messing 
died on August 22, 1944, and his weekly 
salary was paid for the month of August 
and then stopped. In December, Mr. Sid- 
ney Beir, the president, paid Messing’s es- 
tate the sum of $24,000 with a personal 
check which the petitioner claims was a 
gratuity. There was no prior arrangement 
or agreement and there was no plan. In 
some years gratuities were paid to em- 
ployees; in others, no gratuities were paid. 
The percentage of profits did not determine 
the amount of gratuities. Two other execu- 
tives of the corporation had died while em- 
ployed by the corporation, but the widow 
of only one of them had received a bonus. 
The other, however, had received his salary 
during the entire period of his lengthy ill- 
ness. Sidney Beir made the gratuity in this 
instance because he felt something should 
be done for the decedent’s widow. The 
issue before the Tax Court was whether 
the bonus should be‘included in the gross 
estate of the deceased. The estate tax is 
an excise tax upon the privilege of trans- 
ferring or transmitting property by reason 
of death and is not a tax on property itself. 
Therefore, unless there was something which 
passed from the decedent on death, there 
was no transfer and nothing which could 
have been subject to:the excise tax for the 
privilege of transfer. The court, in decid- 
ing, said that the right to receive payment 
was of primary importance. “There was no 
right or legal claim to such a payment at 
the time of decedent’s death as to which he 
had an interest subject to valuation.” The 
willingness to pay the bonuses and the 
amount thereof were entirely within the dis- 
cretion of the employer. As a matter of 
law and fact, the employee at no time, 
either before or after his: death, had an 
enforceable right or claim to the bonus; 
at no time was there made any claim for 
a bonus of any value whatsoever. 

The estate tax and Section 126 (a) are 
so closely related that it is impossible to 
consider the “right to receive payment” 
under the estate tax to mean anything dif- 
ferent under Section 126 (a). This is one 
instance where the two cannot possibly be 
considered as being mutually exclusive. 
Section 811 taxes all the property in which 
the decedent had an interest, whereas Sec- 
tion 126 (a) taxes only that income to which 
the decedent had a right at the date of his 
death. If the expectation or hope that a 
bonus would be paid is not sufficient basis 


52 CCH Dec. 16,553(M), 7 TCM 568 (1948). 
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for taxability under Section 811, such ex- 
pectation or hope should. not be taxable to 
the recipient under Section 126. 


Income of a decedent which is uncol- 
lected at the time of his death or, if the 
decedent is on the accrual basis, income 
which had not accrued at the time of his 
death in the normal accounting sense and 
which for this reason is not includible in 
the decedent’s final income tax return is, 
nevertheless, a property right forming a 
part of the gross estate under Section 811 
for the purpose of the estate tax. As Con- 
gress did not wish to subject to income 
tax the amount of additional estate tax 
attributable to the inclusion in the dece- 
dent’s gross estate of Section 126 (a) in- 
come items, the proportionate amounts of 
the additional estate tax assessed on such 
income are allowed as a deduction to the 
Section 126 (a) (1) recipient at the time he 
includes the income in his own return. 


This shows the relationship between the 
two sections and the fact that there is no 
mutual exclusiveness between Sections 811 
and 126. Therefore if an item is not in- 
cludible under the estate tax law because 
it is not legally definite enough, how could 
such an item be considered as income 
under Section 126 of the Code? If such 
were the case, no deduction would be al- 
lowed for the estate tax, because such items 
were not a right includible in the gross 
estate and Section 126 (c) would in many 
cases have no function. 


The following language of the Senate Fi- 
nance Committee report lends force to the 
thought that the relationship of Section 811 
to Section 126 ties the term “right” in Sec- 
tion 811 to Section 126 and urges the same 
meaning in both instances. 


“Subsection (c) of Section 126 provides 
that the recipient of income in respect of 
a decedent may deduct that portion of the 
estate tax levied on the decedent’s estate 
which is attributable to the inclusion of the 
right to such income in the decedent’s estate.” 
(Italics supplied.)™ 


In the Estate of Basch,™ the Commission- 
er’s finding of taxable income to the de- 


53 Report of the Committee on Finance, cited 
at footnote 47, at p. 582. 


54 CCH Dec. 16,050, 9 TC 627 (1947). 

5 The contract provided that the decedent 
should receive ‘‘in addition to such salary, fur- 
ther compensation equal to eleven per cent 
(11%) of the net annual profits (before federal 
income and excess profits tax, during such term, 


of the employer as ascertained by its Certified 
Public Accountants.” 
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cedent’s estate was correct, because at the 
time of his death, the decedent by his em- 
ployment contract had a legal right to a 
percentage of the profits. 


Latest Case 


In the most recent case in this field, 
Estate of Edward Bausch,* the Tax Court 
determined that the payments received by 
the estate were taxable under Sections 126 
(a) and 22 (a). The petitioner, on appeal, 
argued that this case was distinguishable 
from O’Daniel Estate where the deceased 
had a right, at his death, subject to Section 
126 (a). Here, the decedents at the time of 
their death had already been paid all the 
money they could have expected for their 
prior setvices. In order to get any more 
they would have had to continue to live 
and perform services or, at least, retire on a 
pension. Such payments as had been made 
in the past to the heirs and estates of de- 
ceased officers and employees were spas- 
modic, irregular and in varying amounts. 
There was no regular practice to make such 
payments. No rights whatever to any fur- 
ther payments passed from these decedents. 
The Second Circuit in affirming™ did not 
discuss the meaning of the term “right” in 
Section 126 (a) and stated that “though 
the correctness of the ruling as to widows 
in I. T. 3329 would seem doubtful if applied 
in all cases, it is unnecessary to consider 
under which circumstances sums paid to a 
widow or to other persons might be gifts 
and nothing more, for the payments here 
were by way of compensation rather than 
gifts and therefore includible under Section 
126.” 


It seems that the Second Circuit is firmly 
entrenched in its belief in the Commissioner’s 
argument that Section 126 (a) applies where 
the recipient of the payment is the estate, 
and the court also indicates as possible a 
similar holding in a case where the widow 
is the recipient. Though the court’s state- 
ment was only a dictum, it may be support 
for the new I.T. 4027 which holds such 
payments to be income. 


The taxpayer in this type of case should 
take his appeal to another circuit or perhaps 





56CCH Dec. 17,728, 14 TC 1433 (1950). The 
deceased had no widow but the company paid 
his monthly salary for 12 months to his estate. 
Similar payments had been made in the past 
to the heirs directly or to the estates of de- 
ceased officers. However, there was no agree- 
ment between the company and the decedent. 
No resolution was ever adopted regarding the 
payments, and the corporate return showed this 
expenditure as a deduction. 

57 51-1 ustc J 9146, 186 F. (2d) 313. 
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try the district court and the Court of 
Claims. The theoretical approach to Sec- 
tion 126 should bring a decision in favor 
of the taxpayer. 

The Second Circuit, in its desire to seek 
revenue, cannot see income untaxed ‘unless 
it is definitely and clearly spelled out to be 
a gift. This is not so. This is merely 
one case in which Congress failed to pro- 
vide for this type of situation. 

In Helvering v. Enright™ the Supreme 
Court in a footnote took time to add the 
following quotation:® “It is immaterial 
that all possibility of escaping an income 
tax is not barred, as for instance the in- 
creased value of asset items in an estate 
return. Act 113 (a) 5‘... the entire field 


of proper legislation [need not] be covered 
by a single enactment.’” 

The new I. T. 4027 is good law, follow- 
ing the weight of the cases, some of which 
have been mentioned herein, and its modifica- 
tion of I. T. 3329 is valid and justified. How- 
ever, I. T. 3329 was promulgated in 1939 
which was before the enactment of Section 
126 (a), and to the extent to which I. T. 
4027 corrects the old I. T., they both run 
afoul of Section 126. 

If the Commissioner feels that I. T. 4027 
should be the law, as he has indicated, and 
Section 126 (a) is not a haven for recipients 
of such payments, he should go to Congress 
and have I. T. 4027 legislated and Section 
126 reinterpreted and re-enacted. [The End] 


TAX-WISE—Continued from page 790 


Apportionment of Estate Taxes 


Benevolent testators might turn over in 
their graves if they could but see the “net” 
distributions of their estates to the intended 
donees. Unless careful consideration is 
given to the provisions for the payment of 
estate taxes in local jurisdictions, it is quite 
likely that the final payment of estate taxes 
will play havoc with the testators’ real 
intent. 


The general rule, in the absence of a 
specific statute, trust or testamentary direction, 
is that estate taxes are paid out of the residu- 
ary estate. Congress made an exception 
to this rule in the case of insurance pro- 
ceeds and property passing under a power 
of appointment by providing that the re- 
cipients are liable for a pro rata share of 
the tax. 


A recent Alabama statute provides that 
there shall be no apportionment of estate 
taxes even in the case of insurance pro- 
ceeds or property passing under a power of 
appointment unless the testator specifically 
so provides. The interests of life insurance 
beneficiaries and persons taking under a 
power of appointment will increase at the 
expense of the residuary legatees in those 
cases where the testator has made no pro- 
vision for the payment of estate taxes. 

The situation in Pennsylvania has been 
clarified by a new statute governing the 
determination of the source of funds for 
payment of death taxes. Although the stat- 
ute is similar to the prior law, it provides in 
greater detail the methods to be employed 


58 41-1 ustc f 9356, 312 U. S. 636. 
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in computing the amounts owed by the 
various beneficiaries, and the manner in 
which the marital deduction and other de- 
ductions allowable for federal estate tax 
purposes shall be treated in apportioning 
the tax. 


By judicial decision Indiana has adopted 
the theory that estate taxes should be ap- 
portioned in the interests of equity. Though 
the court reviewed the leading cases hold- 
ing that the general rule in the absence 
of statute is that taxes should be paid out 
of the general estate, the court held for 
apportionment.—Pearcy ‘et al. v. Citizens 
Bank & Trust Company, CCH INHERITANCE 
EstaTE ANp Grrr Tax Reports § 17,444 (Ind. 
App., 1951). 


Let Me See Your License, Deer 


In a pair of opinions issued on August 
15, the Attorney General of Kentucky has 
ruled that it’s illegal to own a pet fox with- 
out a license and that a deer being exhibited 
with a circus must carry his license as 
“part of his personal baggage,” so it will 
be available on demand. , 


The Eyes of Taxes Are upon You 


A taxpayer who spent several years abroad 
in the maritime service, who made some 
efforts to obtain employment in a foreign 
country, is still liable for Minnesota income 
taxes as long as he has not formally taken 
up domicile outside the state—Schultz v. 
Commissioner, Minnesota Board of Tax Ap- 
peals, June 26, 1951. 


% Footnote 58, pp. 644-645. 
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Tax Planning Under Section 23 (b) 


By JEROME G. FUTERMAN and 


GEORGE V. DELSON 


. LET THE TAXPAYER BEWARE WHEN INTEREST ON LOANS 


SECURED BY TAX-FREE BONDS IS THE TAX PROBLEM. 


BOTH 


AUTHORS ARE NEW YORK CERTIFIED PUBLIC ACCOUNTANTS; 
MR. FUTERMAN IS ALSO A MEMBER OF THE NEW YORK BAR 


W ITH THE RETURN of excess prof- 
its taxes and the assurance of even 
higher tax rates, it follows that taxpayers 
and their advisers will be searching more 
vigorously for methods of minimizing their 
respective tax burdens. One device is pred- 
icated upon investment in tax-free bonds. 
This article is dedicated to the problem of 
the deductibility of interest paid on loans 
when such securities are pledged as collateral. 


Since securities of this type are of high 
denominations and in order for the return 
to the investor to be of any material con- 
sequence, the purchase of such securities 
usually means a considerable outlay of cash. 
This can be overcome by either purchasing the 
bonds on margin (the investor putting up 10 
per cent) or borrowing against them when 
funds are needed (usually up to 90 per 
cent of the market value). 


Now, therefore, we come to the all- 
important question: Does the interest paid 
on a loan secured by collateral, the interest 
upon which is tax free, constitute an allow- 
able deduction for federal income tax pur- 
poses? Part of the answer lies in the 
Internal Revenue Code’ which permits a 
deduction for interest paid or accrued ex- 
cept on indebtedness to purchase or carry 
securities, the interest upon which is wholly 
exempt from taxation. The rest will have 
to be gleaned from the court decisions 
where this point has been at issue. 


At this point, we should like to bring to 
the reader’s attention certain publicity which 
this subject has received. Leslie Gould, 
writing in the New York Journal-American 
not too long ago,’ discussed the practice of 


1 Section 23 (b). 
2 June 16, 1950. 


Section 23 (b) 


acquiring tax-exempts by means of borrow- 
ing up to 95 per cent of their market value 
and using the bonds as collateral to secure 
the loan. He then indicated a method of 
gaining a deduction for the interest paid on 
the loan so obtained notwithstanding the 
limitation imposed by Section 23 (b) of the 
Code. His approach is founded on the theory 
that the deduction for interest paid on such 
a loan would be allowable if the bonds were 
acquired prior to the consummation of the 
loan. Mr. Gould then pointed out that in a 
sort of simultaneous action, the practice in 
Wall Street was to obtain title to the secu- 
rities prior to obtaining the loan. The 
writers take exception to this theory. Re- 
cently a tax-information publisher took up a 
similar theme: 


“Putting business funds into tax-exempts 
can save taxes since the income is tax free 
Also, when the funds are needed at a later 
time, the securities can be put up as col- 
lateral for a loan. While the bonds are on 
deposit as collateral, the interest received 
continues to be exempt, and the interest 
paid on the loan can be deducted. 
However, the Tax Court has held that 
borrowing on tax-exempt securities already 
owned won’t void the interest deduction if 
the funds are needed in the business. 

And from what the Bureau has indicated 

the cases will be followed so long 
as the borrowings are needed for working 
capital.” 

Two cases decided by the Board of Tax 
Appeals as well as a bureau ruling were 
cited in support of this position.? The 
writers feel they must take exception to 
this stand. 


3 R. B. George Machinery Company, CCH Dec. 
7659, 26 BTA 594 (1932): Sioux Falls Metal 
Culvert Company, CCH Dec. 1324, 26 BTA 1324 
(1932); I. T. 1213, I-1 CB 132 (1922). 
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Internal Revenue Code Section 23 (b) 
has remained unchanged throughout the 
years and corresponds to Section 214 
(a) (2) of the Revenue Act of 1921. 


In the “Tax Clinic” section of the Journal 
of Accountancy* there appeared a query by 
Benjamin Grund, CPA, in connection with 
the observations made by Leslie Gould. 
Mr. Grund could not reconcile Mr. Gould’s 
position with the language of Section 23(b) 
which denies the deduction for interest paid 
on loans continued to carry tax-exempt 
securities. We feel that Mr. Grund raised a 
very sound question. The writers believe 
that taxpayers and their advisers should 
have a more thorough understanding of this 
subject. Hence, it is the aim of this article 
to lift the apparent fog which surrounds 
the issue. It should be borne in mind, how- 
ever, that we have restricted ourselves 
solely to “wholly tax-free bonds.” A dif- 
ferent analysis and conclusion would obtain 
in the case of partially tax-exempt bonds 
and other types of tax-free incomes. 


The crux of this problem lies in the lan- 
guage of Section 23(b) which reads as 
follows: 

“Section 23. In computing net income 
there shall be allowed’ as deductions: 


“(b) Interest—All interest paid or ac- 
crued within the taxable year on indebted- 
ness, except on indebtedness incurred or 
continued to purchase or carry obligations 
(other than obligations of the United States 
issued after September 24, 1917, and originally 
subscribed for by the taxpayer) the interest 
upon which is wholly exempt from the 
taxes imposed by this chapter. . . .” 


This section has remained unchanged 
throughout the years and corresponds to 
Section 214 (a) (2) of the Revenue Act 
of 1921, which is cited in the cases ‘herein 
discussed. It is apparent from the all-inclu- 
sive wording of the above section that it 
was designed to cover almost all situations. 
In order to comprehend the proper con- 
struction of the statute, we must look to 
the court decisions which have dealt with it. 


First in the line of cases is Denman v. 
Slayton; ultimately decided by the United 
States Supreme Court. The respondent, 
Slayton, was engaged in the business of 
buying, carrying and selling tax-exempt 


4 September, 1950, p. 260. 
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municipal bonds. During the taxable year 
1922 he collected $65,720.06 as interest on 
such securities which he owned. He paid 
out $78,153.84 for interest on money bor- 
rowed by himself for the purpose of pur- 
chasing and carrying exempt securities. In 
his tax return for the year in question he 
excluded from income the interest which he 
collected, the same being exempt from taxa- 
tion, and claimed a deduction for the interest 
which he paid out on the money so bor- 
rowed. The Commissioner disallowed the 
deduction for the interest paid out and made 
an additional assessment against the tax- 
payer. Slayton paid the assessment and 
subsequently brought suit to recover it. 


By original petition in the district court, 
Slayton asserted that the exception found 
in paragraph (2) of Section 214 (a) con- 
flicted with the Federal Constitution in that 
by necessary operation it caused discrimina- 
tion against the owners of nontaxable secu- 
rities and nullified their immunity from 
taxation. Also that the act was discrimina- 
tory and unconstitutional in that necessary 
expenses incident to all other kinds of busi- 
ness, including interest paid for purchasing 
and carrying merchandise and inventories, 
were allowed as part of the operating cost, 
whereas the deduction of interest paid by 
the plaintiff upon funds borrowed to carry ' 
nontaxable securities (an ordinary operating 
expense) was prohibited. Also that the act 
was arbitrary and unconstitutional because 
it discriminated against plaintiff whose re- 
sources did not permit him to purchase 
tax-free securities for cash and in favor of 
those whose resources did permit them to 
make such purchases without having to 
resort to borrowing. 


_ The collector demurred to the petition 
upon the grounds that it stated no cause 
of action. Judgment went for the plaintiff 
(taxpayer) and was affirmed by the circuit 
court of appeals. The United States Su- 
preme Court reversed the circuit court in 
favor of the collector. Mr. Justice Mc- 
Reynolds delivered the opinion of the Court. 


It is this opinion of the Court which, we 
think, sets us on the right approach to all 
problems involving deductibility of interest 
paid on indebtedness incurred or continued 
to purchase or carry obligations or secu- 
rities the interest upon which is wholly 
exempt from taxation. Herein, the Court 
held: “The manifest purpose of the exception 
in paragraph (2), Sec. 214 (a), was to pre- 
vent the escape from taxation of income 


5 Denman v. Slayton, 2 ustc { 678, 282 U. S. 
514, 51 S. Ct. 269 (1931). 
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“The manifest purpose of the exception in 
[Section 214 (a) (2)] .. . was to prevent 
the escape from taxation of income prop- 
erly subject thereto by the purchase of 
exempt securities with borrowed money.” 





properly subject thereto by the purchase 
of exempt securities with borrowed money.” 


Not only would a taxpayer earn tax- 
exempt income by such a practice but he 
would be gaining a deduction against tax- 
able income were it not for this restriction. 
This is exactly what Section 23 (b) (for- 
merly Section 214 (a) (2)) seeks to prevent. 
The Court went one step further in support 
of this view by giving an example of what 
could happen. Said the Court: 


“Under the theory of the respondent, ‘A’, 
with an income of $10,000 arising from non- 
exempt securities by the simple expedient 
of purchasing exempt ones with borrowed 
funds and paying $10,000 interest thereon, 
would escape all taxation upon receipts 
from both sources. It was proper to make 
provision to prevent such a possibility. The 
classification complained of is not arbitrary, 
makes no improper discrimination, does not 
result in defeating any guaranteed exemp- 
tion, and was within the power of Congress. 
The fact that the respondent engaged in 
the business of buying and selling is not 
important.” 


Although the Court, herein, did not inter- 
pret the term “indebtedness incurred or 
continued to purchase or carry,’ we think that 
the opinion was couched in sweeping terms 
to have a far-reaching effect. Any taxpayer 
attempting to arrange his affairs to take 
advantage of tax-exempt income and at 
the same time gain a deduction for interest 
paid, using the tax-exempt bonds as col- 
lateral to secure a loan, must consider the 
effect of Denman v. Slayton as well as Clyde 
C. Pierce Corporation v. Commission; not 
herein discussed since it follows the Den- 
man case. 


Let us proceed now to another phase of 
the same question. In 1932 the Board of 
Tax Appeals decided two cases dealing 
with the issue before us. These are the 
R. B. George Machinery Company case and 
the Sioux Falls case.’ Both cases dealt 
with similar facts and reached the same 
conclusion. It is necessary for us only to 
consider the first, since the decision in the 


6 41-2 ustc { 9507, 120 F. (2d) 206 (CCA-5). 
Section 23 (b) - 





later case turned on the doctrine established 
in the R. B. George Machinery Company case. 


In that case, the petitioner, a corporation, 
was engaged in the business of selling, at 
wholesale, tractors, farm and road ma- 
chinery. During the taxable year 1929 it 
made extensive sales to the State of Texas 
and to its counties and municipalities. The 
taxpayer received deficiency warrants of the 
State of Texas in payment for some of 
such sales and was thereby deprived of 
the cash necessary properly to operate its 
business. Ascertaining that the required 
cash, necessary to operate its business, could 
only be obtained by transferring the said 
deficiency warrants, the petitioner entered 
into a contract with the Republic National 
Bank and Trust Company of Dallas, Texas. 
Therein it was agreed that the taxpayer 
was to transfer to the bank the warrants 
which it had received from the State of 
Texas and its counties and municipalities in 
payment for machinery sold and that as con- 
sideration therefor the bank was to advance to 


_the petitioner cash to the extent of 95 per cent 


of the face value thereof. The contract also 
contained a 90-day repurchase agreement. 
During the year in question, the petitioner 
executed many contracts, similar in form, 
with the bank. In pursuance of the con- 
tracts, the bank advanced funds to the 
petitioner. Petitioner paid $13,543.04 to 
the bank during the year as interest on the 
money so advanced. In the tax return filed 
for the year 1929, petitioner claimed as-a 
deduction the interest paid. The Commis- 
sioner disallowed the deduction. The Board 
of Tax Appeals held in favor of the peti- 
tioner. The writers believe that the opinion 
delivered in that case should set the pace 
for the analysis of similar problems. 


In delivering its opinions, the Board 
developed the problem as follows: 


“The answer to the question is to be 


found in the proper construction of section 
23 (b) of the Revenue Act of 1928 .... 


“The parties have proceeded on the theory 
that the money obtained from the bank by 
petitioner was a loan, with the deficiency 
warrants of the state and its political sub- 
divisions being hypothecated as_ security 
therefor. This we think is the correct ap- 
proach. Prior to the transaction in question 
the various state and municipal obligations 
had become the property of petitioner and 
were fully paid for by it, as they repre- 
sented payments to petitioner for machinery 
sold ... . It is quite apparent, then, that 
the money advanced to the petitioner on 


7 Cited at footnote 3. 


825 





the warrants did not represent ‘indebtedness 
incurred or continued to purchase ... 
obligations or securities the interest 
upon which is wholly exempt from.taxation 
. ... This brings us to the real question, 
and that is, was the interest here in con- 
troversy interest paid on ‘indebtedness in- 
curred or continued . . . to carry obligations 
or securities . the interest upon which 
is wholly exempt from taxation?” 


At this point it is desirable to note that 
the Board of Tax Appeals has broken down 
the language of Section 23 (b). into its 
components, that is, purchase or carry. The 
opinion of the Board goes on to state: 


“The statute was manifestly designed to 
prevent the purchaser of tax-exempt secu- 
rities from deducting interest paid for bor- 
rowed money, which was used to acquire 
securities the interest on which could not 
be taxed by the Federal Government. Den- 
man v. Slayton, supra. We think the excep- 
tion in the statute should not be construed 
more broadly than to effect its obvious 
purpose. It was not intended to penalize 
legitimate business or to deny to it the 
right to deduct interest paid for borrowed 
money, which money was used for the 
purpose of carrying on its regular functions. 
The warrants held by petitioner were re- 
ceived in payment for goods sold and they 
were apparently given because the State... 
could not at the time pay cash. They in no 
true sense of the word represented invest- 
ments by the petitioner, as it preferred at 
all times to get its cash out of them. The 
fact that in making the loan the petitioner 
hypothecated the warrants does not alter 
the fact as stipulated that the cash as bor- 
rowed was for the purpose of operating its 
business. It was not used to buy or secure 
the warrants in any sense of the word.” 


Let us now attempt to distinguish the 
rationale developed in the case of Denman 
v. Slayton from that in the R. B. George 
Machinery Company case. In the former 
case, the Court made no attempt to break 
down the language of Section 214 (a) (2). 
It simply stated and construed the legis- 
lative intent of the statute, namely, to pre- 
vent the reduction of otherwise taxable 
income by obtaining as a deduction interest 
paid on money borrowed to purchase tax- 
exempt bonds. However, the Board of Tax 
Appeals went much further in the R. B. 
George Machinery Company case. In that 
case the Board went to the pains of break- 
ing down the language of the Code sec- 


8 Clyde C. Pierce Corporation v. Commissioner, 


cited at footnote 6; R. O. Holton & Company, 
CCH Dec. 11,774, 44 BTA 202 (1941). Among 
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tion and applying each component as a test. 
After due consideration it found that the 
taxpayer did not come within the restric- 
tions intended by Section 23 (b). 


Although it may be said that the Su- 
preme Court and the Board of Tax Appeals 
were at variance because they did not hold 
the section to be applicable in both in- 
stances, we feel that the reasoning behind 
the interpretation of the statute was sound 
and in perfect accord in both cases. It 
should be noted that the Board placed 
special emphasis on the fact that the tax- 
payer did not acquire the deficiency war- 
rants as investments nor did it ever treat 
them as such. The Board was careful to 
give consideration to the fact that the tax- 
payer had received these securities during 
the normal conduct of its business and 
without any choice on its part and that it 
had thereby been deprived of necessary 
cash. This, we think, was the deciding 
factor which distinguishes the R. B. George 
Machinery Company case from the case of 
Denman v. Slayton. 


The writers have researched several other 
cases and have found two more (Pierce 
Corporation and Holton and Company *) which 
deal with this issue in one form or another. 
Although these’ are not discussed herein, 
they are cited for those who may prefer to 
study them. It should be noted that in 
each of the two cases cited, the deduction 
for interest paid was denied. 


In 1922 the Bureau ruling I. T. 1213 inter- 
preting former Section 214 (a) (2) was 
issued. It contained the following statement: 


“Interest paid on a loan made to pay 
city taxes, Liberty bonds being deposited 
as security for the loan, is deductible for 
income-tax purposes.” 


This could lead one to the conclusion 
that where borrowed funds are used for a 
valid business purpose, the interest deducted 
would be allowed despite Section 23 (b) 
(formerly Section 214 (a) (2)). However, 
we are all well aware of the fact that unless 
the same facts are met squarely, a taxpayer. 
has tough sledding ahead if he places too 
much reliance on a Bureau ruling. 


We think that the cases discussed herein, 
together with the Bureau ruling, can lead in 
only one direction and that that must be 
one where the taxpayer can clearly show 
that there was no intention to circumvent 
Section 23 (b). That, obviously, will al- 
ways be a difficult matter. Our own conclu- 


others, deduction for interest paid to carry or 
purchase tax-free bonds was denied. 
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sions can best be illustrated by several 
examples. 


First, we feel that any attempt to com- 
plete a transaction involving the simul- 
taneous purchase of securities and borrowing 
against them is doomed to failure. There 
can be no question as to the intent of the 
taxpayer in such a situation. We believe 
that the rationale developed in R. B. George 
Machinery Company would be applicable and 
that the taxpayer could not meet the tests 
established therein. Surely a loan consum- 
mated in this manner must be construed 
as one “incurred or continued to ... carry” 
tax-exempts. 


Now let us consider a situation where a 
taxpayer has invested funds in tax-exempts 
and subsequently requires cash for a good 
business purpose. Not wishing to sell the 
bonds, the taxpayer desires to borrow against 
them. We feel that the time element be- 
tween the acquisition of the bonds and the 
consummation of the loan, and the use to 
which the proceeds are put, together with 
other surrounding circumstances, would be 
controlling. 


Suppose a corporation has idle funds and 
decides to put them into tax-exempt secu- 
rities. Assume further that a year or two 
later the corporation requires cash to meet 
unexpected obligations, etc. We feel that 
such a situation would not run afoul of 
Section 23 (b), although, perhaps, we should 
not minimize the weight given by the Board 
of Tax Appeals in the Georgia Machinery 
Company case to the fact that there the 
taxpayer did not hold the securities as 
investments and that it received them in 
the ordinary course of business. 


Consider, on the other hand, a corpora- 
tion engaged in a seasonable business which, 
at the time when its funds are idle, puts 
them into tax-exempts. Subsequently, when 
cash is normally required for its operations, 
it borrows against them. Such a situation, 
we believe, would not result in a favorable 
conclusion. Certainly it must be conceded 
that the taxpayer-corporation knew in ad- 
vance that the cash would be needed and 
that it would have to borrow against the 
securities. This must also fail on the theory 
that the loan was “incurred or continued 
to... carry” tax-exempts. 


It is difficult enough on the part of a 
taxpayer engaged in a business to establish 
a valid purpose for a loan secured by tax- 
exempts.- But it would be even more diffi- 
cult for the individual taxpayer not so 
engaged. Perhaps with a great stretch of 
the imagination one might conceive of a 


Section 23 (b) 


This statue is located on the steps of the 
National Archives Building, 
Washington, D. C. 


situation that would permit the interest 
deduction. For example, a taxpayer might 
have received the securities through a bona 
fide gift or bequest and, at a future date, 
require cash for some extraordinary purpose 
such as large medical expenses or the like. 
It is possible that the broad provisions of 
Section 23 (b) might not be stretched to 
encompass such a situation. 

Today’s literature is full of methods, and 
discussions thereof, for minimizing taxes. 
However, one should not embark upon 
every tax voyage too quickly. The writers 
believe that the exception contained in Sec- 
tion 23 (b) was enacted for the sole purpose 
of preventing taxpayers from escaping tax 
liability on otherwise taxable income by 
securing a deduction for interest on bor- 
rowed money. This has been clearly indi- 
cated by the Supreme Court’s construction 
of the statute. We are all familiar with 
the doctrine of caveat emptor—let the buyer 
beware. Perhaps we should more closely 
follow the doctrine of “let the taxpayer 
beware”! [The End] 
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IF THERE WERE SUCH A CASE AS 


SEC v. 


Commissioner 


THE AUTHOR WOULD PURSUE THE ISSUE THAT 
THE SECURITIES AND EXCHANGE COMMISSION 
RULINGS ON MARKETS AND PRICES ARE PROPER 
DATA FOR DETERMINING STOCK VALUATIONS 


HE THESIS of this brief article is to 

interpose the Federal Securities Act of 
1933* into estate tax stock valuation situ- 
ations in which the decedent’s family has 
“control”? of the corporation. The advo- 
cate of minimum valuation may win his 
point with the Commissioner of Internal 
Revenue by introducing a contention of the 
Securities and Exchange Commissioners. 


W dies leaving 10 per cent of the stock of 
the Little Dandy Manufacturing Company 
to her children. W’s surviving spouse, H, 
is named executor. H is also president of 
Little Dandy and he owns 20 per cent of 
the stock directly. Other members of the 
family own additional shares, and each has 
extensive proxy control over the shares in 
the hands of the public. In all, there is a 
$1 million capitalization with 100,000 shares 
outstanding. Though Little Dandy’s shares 
are not listed on an exchange, a prior regis- 
tration statement was filed several years 
ago under the Securities Act of 1933, 
and the stock constitutes a moderately active 
over-the-counter market. The corporate 
fortune has been on the upswing, and on the 
date of W’s death, a few hundred shares 
were traded at 25. 


148 Stat. 74 (1933), 
Sec. 77a. 


7A term of art as used in this discussion. 
See below. 


3 This constitutes the recognition of the prin- 
ciple, for the purposes of valuation, that a large 
block of stock cannot be marketed and turned 
into cash as readily as a few shares. It is also 
recognition of the fact that where there is only 
a limited market for a stock, the offering of a 
large block of the stock depresses the market 
and lowers the price that can be obtained for 
it. See Barrett, ‘‘Valuation of Stocks by the 
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as amended, 15 USCA, 


Upon examination of W’s estate tax re- 
turn, the revenue agent finds that the stock 
has been valued at the market price of $25, 
less 20 per cent. The revenue agent makes 
inquiry as to the transactions prior to and 
subsequent to death and disallows the 20 per 
cent discount on the theory that the rising 
market was sufficiently active to absorb the 
estate’s 10,000 shares at 25 or better and 
that, therefore, anything in the nature of a 
“blockage” discount * is inapplicable. A tax 
deficiency on an additional $50,000 of valu- 
ation is assessed. The Internal Revenue 
Code,* Treasury Regulations® and cases * 
are cited. 


As counsel for the taxpayer, we find little 
comfort in the prior cases which are factu- 
ally in point." Thus, a new approach is 
indicated. All other considerations are set 
aside save one: Could these shares be dis- 
posed of legally by ordinary trading in the 
active over-the-counter market? This arti- 
cle will demonstrate that the Commissioner 
of Internal Revenue’s stand assumes what 
the Securities and Exchange Commission 
says is illegal. 


The subsequent paragraphs will spell out 
the SEC contention, the gist of which is: A 


Blockage Rule,”’ 
June, 1951, p. 465. 

4 Sec. 811. 

5 Regs. 105, Sec. 81.10 (c). 

6 Groff v. Smith, 40-2 ustc ] 9624, 34 F. Supp. 
319 (DC Conn.), aff'd 150 F. (2d) 825 (CCA-2, 
1945); Bull v. Smith, 41-1 ustc {§ 10,049, 119 F. 
(2d) 490 (CCA-2); McKitterick, CCH Dec. 
11,222, 42 BTA 130 (1940). 

TAs was stated in Bull v. Smith, cited at 
footnote 6, ‘‘the evidence indicates that a skillful 
broker could within a reasonable period have 
realized for the stock the amount assessed by 
the Commissioner.”’ 
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transaction which would otherwise be mar- 
ket trading is a secondary distribution, within 
the purview of the registration requirements, 
when a broker or dealer participates in re- 
spect to shares of any person directly or in- 
directly controlling or controlled by the 
issurer. Attention is directed to “control” as 
being the key factor in establishing such a 
contention. 


The legal basis for the SEC contention is 
the Securities Act of 1933. This act regu- 
lates the registration of securities and trans- 
actions therein if the mails or other channels 
of interstate commerce are to be utilized.’ 
Violations of the act may give rise to both 
civil liability® and criminal prosecution.” 
In addition, related legislation may provide 
other sanctions for violations by brokers or 
dealers.” 


If the mails or interstate commerce is to 
be used with respect to a security, unless 
specifically exempted by other sections Sec- 
tion 5 of the act requires that a registration 
statement be in effect. Exemptions” from 
the broad coverage of Section 5 may ob- 
tain because of the character of the issuer,” 
the character of the security,“ the manner 
of distribution™ or the class of the trans- 
action.” It is the latter provision—the trans- 
action exemption—which exempts the usual 
exchange or over-the-counter transaction. 
But this exemption does not run to market 
transactions involving the shares of a control- 


8 Sec. 5. 

® Secs. 11 and 12. 

10 Sec. 24. 

1 Securities Exchange Act of 1934, 48 Stat. 
881, Secs. 15 and 15A, provide for the suspension 


of broker-dealer registration and _ securities 
dealers’ association membership. 
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ling stockholder. The transaction exemption 
of Section 4 provides: 

“The provisions of Section 5 [prohibitions 
relating to interstate commerce and the 
mails] shall not apply to any one of the fol- 
lowing transactions: 


“(1) Transactions by any person other 
than an issuer, underwriter, or dealer; trans- 
actions by an issuer not involving any public 
offering; or transactions by a dealer (in- 
cluding an underwriter no longer acting as 
an underwriter in respect of the security 
involved in such transaction), except trans- 
actions within one year after the first date 
upon which the security was bona fide of- 
fered to the public by the issuer or by or 
through an underwriter (excluding in the 
computation of such year any time during 
which a stop order issued under section 8 
is in effect as to the security), and except 
transactions as to securities constituting the 
whole or a part of an unsold allotment to or 
subscription by such dealer as a participant 
in the distribution of such securities by the 
issuer or by or through an underwriter. 

“(2) Brokers’ transactions, executed upon 
customers’ orders on any exchange or in 
the open or counter market, but not the 
solicitation of such orders.” 

The scope of this quoted exemption sec- 
tion is narrow in light of the definition of 
“underwriter.” This comprehensive defini- 
tion is set forth in Section 2 (11): 


2 For an excellent article on this subject, see 
Throop and Lane, ‘‘Some Problems of Exemp- 
tion Under the Securities Act of 1933,’’ 4 Law 
and Contemporary Problems 89 (1937). 

18 Sec. 4 (1). 

14 Sec. 3. 

15 Sec. 3. 

16 Sec. 4. 





“The term ‘underwriter’ means any person 
who has purchased from an issuer with a 
view to, or sells for an issuer in connection 
with, the distribution of any security, or par- 
ticipates or has a direct or indirect partici- 
pation in any such undertaking, or partici- 
pates or has a participation in the direct or 
indirect underwriting of any such under- 
taking; but such term shall not include a 
person whose interest is limited to a com- 
mission from an underwriter or dealer not 
in excess of the usual and customary dis- 
tributors’ or sellers’ commission. As used 
in this paragraph the term ‘issuer’ shall 
include, in addition to an issuer, any per- 
son directly or indirectly controlling or 
controlled by the issuer, or any person 
under direct or indirect common control 
with the issuer.” 


The legislative history and the cases sup- 
port the conclusion that a registration state- 
ment must be in effect for a broker legally 
to consummate transactions in an established 
market when the shares involved are those 
of a person who may be characterized as in 
“control.” The report of the House com- 
mittee on the securities act states: 


“All the outstanding stock of a particular 
corporation may be owned by one individual 
or a select group of individuals. At some fu- 
ture date they may wish to dispose of their 
holdings and to make an offer of this stock to 
the public. Such a public offering may possess 
all the dangers attendant upon a new offer- 
ing of securities. Wherever such a redistri- 
bution reaches significant proportions, the 
distributor would be in the position of con- 
trolling the issuer and thus able to furnish 
the information demanded by the bill. This 
being so, the distributor is treated as equiva- 
lent to the original issuer and, if he seeks to 
dispose of the issue through a public offer- 
ing, he becomes subject to the Act. The con- 
cept of control herein involved is not a 
narrow one, depending upon a mathematical 
formula of 51% of voting power, but is broad- 
ly defined to permit the provisions of the act 
to become effective wherever the fact of con- 
trol actually exists.” ” 


Nor could the transactions under con- 


sideration fall within the exemption of Sec- 


tion 4 (2) on the theory that the sales 
would be merely ordinary brokers’ trans- 
actions in the nature of trading. This is 
borne out by the ruling In the Matter of Ira 
Haupt and Company™ wherein it is noted 


™ H. Rept. No. 85, p. 13, 73d Cong., 1st Sess. 
(1933). 


148 Exchange Act Release No. 3845, August 21, 
1946. 
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“that section 4 (2) was meant to preserve the 
distinction between the ‘trading’ and ‘dis- 
tribution’ of securities which separates the 


exempt and non-exempt transactions under 
section 4 (1).” 


A footnote to the opinion states: “To in- 
terpret Section 4 (2) so broadly as to per- 
mit large secondary distributions to be made 
to the public in the present market without 
providing that information [the registra- 
tion statements and prospectus] is to 
nullify the basic purpose of the Act in a 
major type of situation where that purpose 
makes sense.”” Thus, by characterizing 
transactions such as those under considera- 
tion as distributions rather than trading, a 
registration statement must be in effect to 
dispose of “controlling” shares on the market. 


In determining when a broker-dealer who 
purchases securities for resale to the public 
becomes an underwriter so as to require 
registration of the securities before distribu- 
tion, the key test which determines the 
transition to the status of underwriter is: 
What status of “control” may be ascribed 
to the shares in question? “The question 
of ‘control’ is a factual question. ‘Control’ 
is not synonymous with the ownership of 
51% of the voting stock of a corporation. 
Where power exists to direct the manage- 
ment and policies of a corporation, ‘control’ 
within the meaning of Section 2 (11) exists 
even though the persons who possess that 
power do not own a majority of the corpo- 
ration’s voting stock.” Where this con- 
trol is found, such controlling stockholders 
are deemed to be issuers for the limited pur- 
pose of determining the status, as an under- 
writer, of a person selling for or purchasing 
from such controlling stockholders. 


Such is the contention of the SEC. To 
summarize, here are the requisites to char- 
acterize what might otherwise be trading 
as a secondary distribution inyolving an 
underwriter: 


‘(1) The marketing must contemplate the 
use of the mails or interstate commerce in 
a manner set forth in Section 5 of the Secu- 
rities Act of 1933. 


(2) Exemption is not available by reason 
of the character of the issuer, character of 
the security, manner of distribution or class 
of transaction. 


(3) The marketing must contemplate the 
use of an intermediary person who pur- 


19 Footnote 24 of opinion. 
2 In the Matter of Thompson Ross Securities 
Company, 6 SEC 1111, 1119 (1940). 
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chases for resale, that is, such a person as 
to be characterized an underwriter. 


(4) The test of control must be met to 
impute the status of issuer to the person 
selling and the status of underwriter to the 
intermediary. 























If these elements are present, any trans- 
action to dispose of the shares in question 
would be a distribution requiring registration. 


Thus, the estate does not legally have 
available the ordinary over-the-counter mar- 
keting facilities. If H, as executor, sought 
to dispose of these shares through this mar- 
ket, the intermediary brokers or dealers in- 
volved would be liable under the sanctions 
of the act, since H would be a person in 
“control.” Therefore a registration state- 
ment would be required. For this reason, 
the price prevailing in the established market 
should not be imputed to the estate’s shares. 
Any valuation ascribed by reference to a 
market price should be premised on the 
existence of a legal market. 


At this point, it would seem that two 
alternatives exist. A valuation could be 





































































































than two thirds of the total income pay- 
ments to the inhabitants of California. 
In 1938, federal expenditures were equal 
to the income payments of the eleven 
Pacific and Mountain States. For the 
current fiscal year ending June 30, 1952, 
it is estimated that federal expenditures 
will take the equivalent of the aggregate 
income payments of Arizona, California, 
Colorado, Idaho, Iowa, Kansas, Min- 
nesota, Montana, Nebraska, Nevada, New 













determined by means independent of the 
market. A second, and more realistic, ap- 
proach would be to recognize that an under- 
writer’s market” but not an over-the-counter 
trading market exists for the shares held by 
the estate, and to recognize further that the 
underwriter’s bid would be discounted from 
the $25 over-the-counter price to allow for 
the expense of the required registration * 
and an underwriter’s margin which would 
be in excess of the ordinary brokerage 
commission.” 


By this rationale of invoking the provi- 
sions of the Securities Act of 1933, the over- 
the-counter trading price of $25 is not our 
criterion, as the Commissioner of Internal 
Revenue contends. The market rightfully 
cannot be held controlling when to deal in 
that market is illegal. The estate’s market 
price would more correctly be $25 valuation 
less approximately 20 per cent.* Upon this 
thesis, a new horizon™ develops for the 
market valuation of “controlled” stock—a 
horizon which indicates tax savings. 


[The End] 


THE DARKENING SHADOW 


In 1929, federal expenditures were less’ 


Mexico, North Dakota, Oklahoma, Oregon, 
South Dakota, Texas, Utah, Washington, 
Wyoming, and nearly three fourths of 
Missouri. Total governmental expendi- 
tures for the current fiscal year will take 
an amount equal to all of the income pay- 
ments to individuals of states with a 
land area that covers nearly four fifths 
of the country and has an aggregate 
population of about 62 million persons 
and more than 22 million workers.—The 
First National Bank of Boston. 












21In this event, the formula of A. R. M. 34, 
2 CB 31, or a variant thereof would probably be 
applied. 

22**A ‘secondary distribution’ is a process by 
which: a large block of stock is placed on the 
market through an underwriting syndicate and 
distributors, immediately after the close of the 
market, to be sold at the closing price for the 
day. This method of the sale of stock by blocks 
is practically equivalent to a sale by wholesale. 
Adequate compensation must be paid by the 
seller to those engaged in this operation.’’ 
Avery, CCH Dec, 13,962, 3 TC 963, 969 (1944). 

?3Under the underwriting agreement the 
underwriter might bear the expense of the 
counsel and filing fees relative to the registra- 

, tion statement and prospectus, and the bid price 
to the estate would be correspondingly reduced. 
See Soss, CCH Dec. 11,371-B (1940). 

24In Shattuck and Kimberly,sCCH Dec. 9656-A 
(1937), the following observation was made 
relative to sale of stock listed on the New York 
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Stock Exchange: ‘‘Such disposal could not have 
been effected except at so-called wholesale prices 
by an arrangement for the underwriting of the 
disposal of the sale of stock which would have 
entailed an expense netting a price below that 
Possible to have been secured for small blocks 
of stock through market sales at retail.’’ . 

23In the Soss case the opinion noted that the 
underwriting commission was more than 38 
per cent. In Knobloch v. Smith, 38-2 ustc 
| 9546, 25 F. Supp. 156 (DC Conn.), where the 
stock at the valuation date had sold on the 
New York Stock Exchange at $19 per share, the 
court observed that an underwriter would want 
a concession of from three to five points below 
the market. 

26 Although the legal provisions upon which 
this theory is grounded are not of recent en- 
actment, the author has not uncovered any 
instances in which counsel has propounded such 
an argument. 
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United Kingdom Companies 


and the 1951 FinancelAc 


THE AUTHOR IS HIGHLY CRITICAL OF THE 1951 ACT AND POSES THIS 
PROVOCATIVE QUESTION: HAS HIS MAJESTY’S GOVERNMENT IN THE 
UNITED KINGDOM TOTALLY LOST ITS BEARINGS IN TAX LEGISLATION? 


| epee YEAR (and sometimes twice a 
year) a new finance act is added to in- 
crease the Hampton-Court-Maze complexi- 
ties of English tax law. Occasionally, it 
includes some new reliefs for the benefit of 
the taxpayer, if his advisers can only dis- 
entangle the complex wording. More often, 
it throws out additional traps for the un- 
wary, the dishonest or the merely indifferent 
taxpayer. This year’s act is somewhat of a 
masterpiece in the invention of new crimes 
and new restrictions. Perhaps the most im- 
portant of all the sections in the 1951 act is 
Section 36. 


This section makes: it unlawful (unless 
the consent of the United Kingdom Treas- 
ury has been received) for a British com- 
pany to move the central management and 
control of its operations from the United 
Kingdom. Apart from this main object, the 
section also makes it unlawful (without the 
consent of the Treasury) to transfer any 
part of the trade or business of an English 
company outside the United Kingdom; fora 
British company to allow an overseas sub- 
sidiary to raise new capital; and for a 
British company to transfer any shares in 
an overseas company over which it has 
control to any person not resident in the 
United Kingdom. 


It is perhaps hardly necessary to say that 
this section represents a fundamental change 
in the attitude of the United Kingdom Gov- 
ernment to the business community. In 
order to focus attention on the reactionary 
nature of the section, an amendment was 
tabled at the committee stage by Henry 
Strauss, K.C., M.P., to add at the end of the 
section the following words: 


“The Statute of Magna Carta, anno. 9 
Hen. III, Cap. XXX (which confirms chap- 
ter 41 of Magna Carta) is hereby repealed.” 


It should perhaps be added that Chapter 
41 of Magna Carta states in part as follows: 
“All merchants shall have safe and secure 
exit from England, and entry into England, 
with the right to tarry there and move about.” 


Needless to say, Section 36 violates this 
basic economic liberty. It smells distinctly 
of the Teutonic legislation which fouled the 
German statute book between 1933 and 
1939, and is definitely totalitarian in its gen- 
eral phrasing. Surprisingly, the Chancellor 
of the Exchequer in his budget speech dealt 
only very vaguely with the question of this 


particular section. Walter Fletcher, M.P..,. 


said in a rather mixed way that it was an 
overmodest toot on the chancellor’s tin 
trumpet which later blossomed out into a 
most reprehensible section. The chancellor’s 
reply to an accusation of lack of candor 
was that he could hardly be expected to 
warn tax evaders that he proposed to seal 
certain loopholes. 


In order to judge whether His Majesty’s 
Government in the United Kingdom has 


completely lost its bearings in tax legisla- 


tion, it is necessary to state what mischief 
they considered the 1951 Finance Act should 
deal with. The story begins with the trans- 
fer of domicile of certain English copper 
companies last year from the United King- 
dom to Northern Rhodesia—Rhodesia 
Broken Hill Development Company, Ltd., 
Rhokana Corporation, Ltd., and Nchanga 
Consolidated Copper Mines, Ltd. Between 
them, these conipanies had an issued capital 
(inclusive of share premiums) of £25 million, 
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and their last reported profits before tax 
totaled over £10 million. 


Though these companies placed their ap- 
plications for the transfer of control from 
the United Kingdom before the Treasury on 
the ground that they could be more effi- 
ciently managed from Northern Rhodesia 
where the seat of their operations lay, and 
secured Treasury consent for the transfer, 
they made it clear to shareholders (in the 
circulars issued prior to the special meet- 
ings which considered the domicile transfer) 
that what they really objected to was the 
weight of United Kingdom taxation, and 
more especially to the special profits tax 
payable only by United Kingdom corporate 
bodies. 


In February, 1951, the British Overseas 
Mining Association, in a memorandum to 
the Chancellor of the Exchequer, said clearly 
that unless there was some lifting of the 
tax burden on United Kingdom mining 
companies, the emigration of the Rhodesian 
copper companies would be followed by 
others. The association suggested remedies 
for the situation. They were ignored. In- 
stead, the door to company emigration was 
bolted and barred. 


The importance attached by the govern- 
ment to enforcement of the section is re- 
vealed by the stiff penalties imposed, of a 
type hitherto reserved for criminal acts of 
a most reprehensible nature. Any director 
consenting to or conniving in company emi- 
gration is liable to a fine of £10,000 plus two 
years in prison. Any company attempting 
to emigrate, is liable to a fine equal to three 
times the total tax payable for the previous 
three years. Moreover, the onus of proof is 
shifted: any director involved is deemed to 
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be a party to the unlawful act unless he 
proves the contrary. (Is there a copy of 
Habeas Corpus in the house?) The ferocity 
of the penal threats in the section led the 
main opposition speaker to describe them 
as “an assessment by the Socialist Govern- 
ment of the fines‘ necessary to keep a joint- 
stock company within the beneficent fron- 
tiers of the Socialist State.” 





The way in which the section appeared to 
load British companies with fetter on fetter 
almost reduced the opposition to impotent 
fury. Such legislation might be tolerable in 
wartime. It had been invoked in wartime 
to prevent Claude Albo de Bernales from 
transferring his gold companies from Lon- 
don to Australia to escape the burden of 
excess profits tax. But permanently to im- 
pose such war fetters in peacetime? It could 
not be tolerated. This is what Walter 
Fletcher, M.P., said: “There will be no higg- 
ling and haggling over [the section] ... 
It must go out. It is bad. It is restrictive. 
The long-term implication of it is the most 
disruptive thing for the Commonwealth 
which I have seen for a very long time.” 
On the face of it, the case against the sec- 
tion appears so total and complete that it 
is difficult to understand why any govern- 
ment should deliberately (to adopt the words 
of Lord Winster in another context) hide 
its head in the sand and so expose its 
thinking parts. 


The government considered it had a case. 
It did not seek to prevent economic develop- 
ment abroad or to prohibit normal business 
transactions, but only to prevent transac- 
tions specifically designed to reduce tax 
commitments. The Financial Secretary to 
the Treasury rested his case on the proposi- 
tion that the cost of rearmament must be 
paid for. The shareholders in overseas com- 
panies must pay their share of this: 


“The shareholders in the companies which 
will be affected [by the section] are largely 
persons resident in the United Kingdom, 
and persons resident in the United Kingdom 
will all get the benefit of the very expensive 
rearmament programme which we are now 
financing to strengthen our defences. Surely 
it would be unreasonable that these persons, 
while claiming that benefit, should contract 
out of making a fair contribution through 
taxation to the cost of the programme.” 


Such is the government’s case: that the 
emigration of British companies abroad will 
lessen the amount of the taxes collected by 
the United Kingdom Treasury at a time 
when every pound that can be collected 
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must be found—when the taxable capacity 
of the United Kingdom taxpayer has been 
reached and passed. 


It is an unfortunate and tragic position. 
In order to prevent the horse from escaping, 
the stable door must be locked: the fact 
that in result the horse may never run again 
is overlooked. The fallacy of a short-term 
remedy was pointed out to the Chancellor 
of the Exchequer by the British Overseas 
Mining Association when they warned him 
last February of the excessive tax burden on 
the mining industry. The association said 
that mere imprisonment of existing com- 
panies within the pale of the United King- 
dom tax walls would be a short-term policy, 
disastrous in its future consequences. On 
the morrow of the publication of the finance 
bill, the Times of London emphasized the 
clear warnings already given: 


“The control and taxable capacity of over- 
seas enterprises can no doubt be imprisoned 
in this country if they are already here; but 
control of new enterprises will certainly not 
be brought here so long as this constraint 
prevails. This can only mean that this coun- 
try, as time goes on, will control a wasting 
and ageing body of overseas resources, while 
the new, vigorous and virgin resources will 
pass into other hands, at a time when, with 
the supply of raw materials so important to 
the nation, the advantages of close and con- 
tinuing association with overseas resources 
are clearer than ever before.” 


Unfortunately, the government was in no 
mood to listen even to the solemn warnings 
of the Thunderer. Weakened by ministerial 
resignations, ostensibly on the issue of new 
charges for upper dentures and national 
spectacles, but fundamentally because of the 
Bevanity of the extreme Left, the govern- 
ment stubbornly closed its ranks and drove 
its small majority relentlessly into division 
after division against amendments to the 
section. 


Supporters of the government scarcely 
commented on the demerits of the section. 
Mr. Stanley Evans (who lost his: junior 
ministerial appointment last year because 
he criticized the government’s “feather- 
bedding” agricultural policy) alone sug- 
gested that the section might ultimately so 
shackle British foreign trade as to lead to 
a further fall in the standard of living. The 
only other government speaker from the 
back benches (who shall be nameless) added 
this irrelevant comment: he was in favor 
not only of the penalties on emigration out 
of the United Kingdom, but he would simi- 
larly fine any director moving his business 
from any other part of the Kingdom to Bir- 
mingham or London. The barbaric followers 
of Alaric the Goth must have looked with 
equally unseeing eyes on the sacking of 
Imperial Rome. 


The story of the tax curtain of 1951 built 
round the United Kingdom would be in- 
complete without paying a tribute to the 
unremitting fight carried on by His Majesty’s 
loyal opposition, word by word, subsection 
by subsection, as with bleary eyes they de- 
bated the new legislation through the night, 
using every constitutional weapon to press 
amendment after amendment on a hostile 
and implacable government front bench. 


For the record, it is necessary to say that 
they succeeded in keeping some semblance 
of liberty for overseas companies (with the 
consent of the Treasury). Under the amended 
wording, the Treasury has wide dispensing 
powers to exempt general and special classes 
of transaction from the scope of the section. 
It*remains to be seen whether the Treasury, 
traditionally the financial watchdog of the 
government, will realize (while the govern- 
ment itself will not) that prosperity cannot 
come again to England unless the govern- 
ment ceases to act in the spirit of a new 
Praise-God Barbones whose other Christian 
name is “To-bind-their-compantes-in-chains- 
and-their-directors-with-links-of-iron.” 

[The End] 





“T believe you can divide people in 
public life today into two distinct groups. 
One is the group of doers. ... 


“Then there is the other group, the 
opposite of the doers. I call them kibit- 
zers. 

“The kibitzers tell us that government 
is wasteful, and they clamor for cuts in 
the budget. And nobody who has ever 
paid taxes will deny that this kind of 
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CRITICS OF ECONOMY ARE KIBITZERS 


kibitzing is popular. But when you pin 
the kibitzers down, and ask them to 
point out where they would make the 
big cuts they keep hollering for, you 
discover that they are prepared to re- 
duce the essential services of the United 
States Government.”—Oscar R. Ewing, 
in an address before the Convention of 
the American Federation of Labor, Sep- 
tember 19, 1951. 
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Corporation Stock-Purchase-Insurance 
Trust Agreement 


By J. E. RAPPOPORT 


THE AUTHOR QUESTIONS THE ‘‘BUSINESS PURPOSE”’ 
DOCTRINE STRESSED BY THE EMELOID CASE. 


HE IS A 


MEMBER OF THE OHIO BAR AND SENIOR PARTNER OF 


rMHE OCCASION is rare, indeed, when 
accountants, lawyers and life insurance 


underwriters can, with assurance, find sup-’ 


port in judicial authority of high rank to 
reinforce the practical reasons they advance 
to motivate their clients’ action on vital per- 
sonal and business problems. One such 
occasion arose in connection with employees’ 
pension plans and was reviewed in an article 
by this author? 


Another occasion had its advent as recently 
as May 10, 1951. On that date, the United 
States Court of Appeals for the Third Circuit 
rendered a notable decision? which, by rea- 
son of its realistic approach, the breadth of 
its findings and the importance and validity 
of its conclusions, will prove to be provi- 
dential to accountants, lawyers and life un- 
derwriters with respect to cases involving 
corporation key-man insurance and corpo- 


ration stock-purchase-insurance trust agree- 
ments. 


Confident as the underwriter and the 
lawyer may have been of the soundness of 
their opinions that such arrangements have 
a valid business purpose, they sought in vain 
for a clear-cut and direct judicial decision 
to confirm those opinions. To add to their 
troubles, along came the alarming decision 
of the Tax Court in the Emeloid Company 


1“What’s Wrong With Our Pension Plan,”’ 
The Journal of the American Society of Char- 
tered Life Underwriters, June, 1950, p. 251 (the 
Lincoln Electric Company case). 

2The Emeloid Company, Inc. v. Commis- 
sioner, 51-1 ustc { 66,013, 189 F. (2d) 230. (Di- 
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case,* which appeared to shatter their illu- 


sions. Its promulgation was followed by 
inevitable repercussions. 


Facts in Emeloid Case 


The Emeloid case arose under the excess 
profits tax statute (prior law). The Emeloid 
Company was a close corporation engaged 
in the manufacturing business. Myron P. 
Leeds and Edward K. Madan were equal 
owners of all of the outstanding common 
stock and the key executives of the com- 
pany. In 1942 the corporation obtained a 
single-premium life insurance policy in the 
face amount of $100,000 on each of the two. 
men as key-man insurance. The corporation 
was designated as the beneficiary in all of 
the policies. The single premium of $115,455 
was paid partially from the company’s 
treasury, and the balance of $97,500 was paid 
with the proceeds of a loan from its bank, 
the loan being evidenced by interest-bearing 
notes collaterally secured by a pledge of the 
policies. 


In its accounting for the purpose of com- 
puting its excess profits tax liability for the 
year 1944, the company took credit for the 
$97,500 loan on the ground that it consti- 
tuted and qualified as “borrowed invested 
capital” under the provisions of that act. 


gested in TAXES in ‘Interpretations’ in the 
June, 1951 issue, p. 500.—Editor.) 

The Emeloid Company, Inc., CCH Dec. 
17,713, 14 TC 1295 (1950). 


The policies were maintained as key-man in- 
surance until 1946. In that year a stock- 
purchase agreement was entered into by the 
company and the two key men, with a bank 
as trustee. The agreement recited that its 
purpose was to “provide continuity in manage- 
ment . . . of the Company, and, to that end, 
to arrange for the purchase by the Company, 
upon the death of either of the insured stock- 
holders, of all of the shares of . 
stock of the decedent, for the price and upon 
the terms and conditions set forth” (italics 
supplied), that insurance had been effected on 
the lives of those shareholders “so that funds 
may be available for the payment of part or 
all of the purchase price of the shares’ (italics 
supplied), that the insurance was described 
in an annexed schedule and that the shares 
of stock were deposited with the trustee. 


Credit Disallowed 


The revenue agent, on an audit of the 
company’s return, disallowed the credit 
claimed by the company and proposed a 
deficiency in its excess profits tax liability. 
The deficiency was sustained by the Com- 
missioner of Internal Revenue. The com- 
pany filed an appeal to the Tax Court (a 
proceeding in which the Commissioner is 
the respondent), and after a trial, the Tax 
Court sustained the deficiency assessment. 


Basis of Tax Court’s Decision 


The decision of the Tax Court was based 
on Section 35.719-1, Regulations 112 on the 
Excess Profits Tax Act, which defined 
“borrowed capital” as follows: 

In order for any indebtedness to be in- 
cluded in borrowed capital, it must be bona 
fide. It must be one incurred for business 
reasons and not merely to increase the excess 
profits credit.” (Italics supplied.)* 

Briefly stated, the Tax Court found that: 

(1) The indebtedness incurred by the com- 
pany in 1942 to pay the single premium was 
not incurred for bona fide business reasons. 

(2) The insurance policies were purchased 
to further the personal interests of the two 
principal shareholders. 

(3) The making of the trust agreement 
in 1946 made it clear that the insurance 





*Sec. 439 of the Excess Profits Tax Act of 
1950 (now in effect) is substantially the same. 
It provides, in substance, that to qualify an 
indebtedness for credit as borrowed invested 
capital, it must be “incurred in good faith and 
for the purposes of the business’ (italics sup- 
plied). 

5 Journal of the American Society of Chartered 
Life Underwriters, March, 1951, p. 174. 
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policies purchased in 1942 were intended 
to provide available funds at the death of 
either of the two insured shareholders so 
that the survivor of them would be enabled 
to purchase the shares of his deceased associate. 


(4) The trust arrangement was not indis- 
pensable to the insurance-stock-purchase 
scheme for the reason that the survivor, at 
the death of his associate, could cause the cor- 
poration to apply the proceeds of the insurance 
on the decedent’s life to retire the stock owned 
by the decedent. 


(5) The benefit to the corporation ap- 
peared to be highly remote. 


Business-Purpose Doctrine 


The so-called “business-purpose doctrine” 
has been in issue in cases involving trans- 
actions in addition to excess profits tax 
transactions, such as family partnerships, 
liquidation, recapitalization and reorganization 
of corporations, losses on sales between con- 
trolled corporations, issuance of interest- 
bearing securities to replace stock, Section 102 
surtax cases, etc. However, not to our 
knowledge was that doctrine applied to a 
case involving corporation stock-purchase- 
insurance-trust agreements until the Emeloid 
case. 


“The Importance of Management in Busi- 
ness” is the title of an illuminating article 
by Dr. N. S. B. Gras, Emeritus Professor of 
Business History, Harvard Graduate School 
of Business Administration.’ Professor Gras 
points out that until recently, the importance 
of management to business has been ignored, 
misunderstood or minimized. 


Little wonder, then, that courts have been 
slow to give “business purpose” judicial rec- 
ognition in cases involving “buy-and-sell” 
agreements. Litigation arising from such 
agreements has been concerned chiefly with 
the issue of whether the agreements were 
effective to peg the value of the stock for 
federal estate tax purposes at the price or 
value fixed by the agreements.° 

However, life insurance underwriters have 
long appreciated and expounded the value 
of management to business and have recom- 
mended appropriate measures to conserve 
that value through the use of key-man and 
business life insurance. Omitting the item 


6 Wilson v. Bowers, 1932 CCH Standard Fed- 
eral Tax Reports {| 9214, 57 F. (2d) 682 (CCA-2); 
Lomb v. Sugden, 36-1 ustc { 9158, 82 F. (2d) 167 
(CCA-2); Bensel, 36 BTA 246 (1937), aff'd 38-2 
ustc {| 9593, 100 F. (2d) 639 (CCA-3); May, et al. 
v. McGowan, 51-1 usrc { 10,808, 97 F. Supp. 326 
(DCN. Y., 1950). 
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of contemplated savings in federal estate 
taxes that may be effected by valid “buy- 
and-sell” agreements (which have been the 
subject of numerous well-considered articles)," 
underwriters have emphasized the following 
objectives that are attainable from insurance- 
funded key men and “buy-and-sell” agreements : 


Continuity and harmony in management, 
thus assuring business success; 


Stability of business policy; 

Financial cushion against shock resulting 
from the death of a key executive; 

Avoidance of the introduction of conflict- 
ing interests by a sale of stock to adverse 
interests; 

Availability of funds to acquire stock of 
deceased shareholders; 

Avoidance of friction with heirs of de- 
ceased shareholder—persons not active or 
experienced in the business; 

Enablement of company to select its stock- 
holders if it is found necessary to sell stock 
acquired from the estate of the deceased 
shareholder; 

Availability of funds for additional work- 
ing capital if needed; 


Improvement of credit position. 


Reaction to Tax Court Decision 


As already indicated, the Emeloid case 
started out on the single issue of whether 
the loan made by the company to pay the 
single premiums on the insurance policies 
on the lives of the two principal share- 
holders constituted “borrowed invested capital” 
for credit under the Excess Profits Tax Act. 
It developed into a hybrid creature com- 
posed of the original issue and one of greater 
general importance, whether a corporation 
stock-purchase-insurance trust agreement 
was a scheme without business purpose. 


That decision caused wide-spread concern 
among life insurance men, lawyers and tax 
writers, some. of whom, not without good 


™ “The Double Problem of the Deceased Busi- 
ness Associate,’’ William R. Spinney, TAxEsS— 
The Tax Magazine, June, 1951, p. 441; ‘‘How 
Restrictive Agreements Determine Stock and 
Partnership Values,’’ John H. Varney, TAxEs, 
June, 1948, p. 516; ‘‘Analyzing the Buy and Sell 
Agreement,’’ Harry S. Redeker, General Coun- 
sel, Fidelity Mutual Life Insurance Company, 
The Journal of the American Society of Char- 
tered Life Underwriters, September, 1950, p. 
354; ‘‘Stock Purchase Agreements Among Stock- 
holders of Close Corporations,’’ Leonard Raum, 
Special Attorney, Office of the Chief Counsel, 
Bureau of Internal Revenue, Proceedings of 
New York University Highth Annual Institute 
on Federal Taxation (1949), p. 702. 
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reason, saw in it potentialities that not only 
threatened the principles on which many 
business insurance plans had been estab- 
lished but, more than that, could destroy 
the immunity of the proceeds of corporate 
purchased key-man and stock-purchase in- 
surance from attack on the ground that those 
proceeds constituted improper accumulation of 
surplus, thus subjecting those proceeds to the 
Section 102 surtax. It could be used as 
authority to make the premiums paid by the 
corporation, on policies obtained to fund the 
purchase from its shareholding executives, 
subject to inclusion in the gross income of 
the insured executives, for income tax pur- 
poses, as disguised dividends. It could also 
jeopardize the validity of key-man insurance 
arrangements if they were tied in with an 
agreement under which the corporation 
obligated itself to acquire the stock of the 
insured key men* 


Court of Appeals 
Reversal of Tax Court 


The opinion of the court of appeals points 
out that the decision of the Tax Court was 
based almost entirely on its interpretation 
of the trust agreement of 1946 which was 
not in effect during the taxable year 1944 in 
which the company took the credit, that the 
insurance policies were taken out as key- 
man insurance in 1942 (four years before 
the trust agreement was entered into), that 
during that entire period the insurance was 
maintained as key-man insurance with the 
corporation designated as beneficiary, and 
that there was no evidence that during the 
four-year period the company was bound, 
by contract or otherwise, to devote the pro- 
ceeds of the insurance (that would have 
been payable if the death of either of the 
insured keymen had occurred) to purchase 
the stock of the decedent. 


The court also held that there was no 
warrant in the Tax Court’s conclusion that 
even in the absence of the trust agreement 


8 Discussion of the Hmeloid case by Carl B. 
Lundy, Regional Manager, Ordinary Depart- 
ment, Prudential Insurance Company of Amer- 
ica, The National Underwriters; CCH Business 
and Estate Insurance Reports { 2051. Mr. Albert 
Mannheimer in ‘‘Insurance to Fund Stock-Re- 
tirement and Buy and Sell Agreements’’ (Pro- 
ceedings of New York University Ninth Annual 
Institute on Federal Taxation (1949), pp. 84 and 
following, TAxES—The Tax Magazine, May, 
1951, pp. 393-404, The Insurance Law Journal, 
June, 1951, pp. 414-426) discusses the Tax Court 
decision and convincingly argues against its 
findings on the business-purpose issue and mini- 
mizes its dire implications. His lecture was 
delivered before the court of appeals reversed 
the Tax Court. 
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Renegotiation Board Nominees 


The Senate has received the following 
nominations to the Renegotiation Board: 


Frank L. Roberts, of Michigan, formerly 
chairman of the Military Renegotiation 
Policy and Review Board; 


Lawrence E. Hartwig, of Michigan, for- 
merly chairman of the Appeal Board, 
Office of Contract Settlement; 


John T. Koehler, of Maryland, formerly 
Assistant Secretary of the Navy; 


and John H. Joss, of Indiana, formerly 
Liquidator of War Assets for General 
Services Administration and at present 
special assistant to the Administrator 
of GSA. 


the survivor of the two men could cause 
the corporation to apply the proceeds of the 
insurance on a decedent’s life to retire 
the stock of that decedent, that the Tax 
Court did not indicate how the survivor, 
who owned only 50 per cent of the stock, 
could compel the corporation to use the 
proceeds of the insurance to purchase a 
decedent’s stock, and that the Tax Court’s 
conclusion assumed, without warrant, that 
a decedent’s estate would be willing to sell 
its shares to the corporation. The court of 
appeals logically finds that in the absence 
of a contract between the corporation and 
the shareholders during the 1942-1944 period, 
the corporation was not bound to make such 
a purchase and the decedent’s estate would 
not have been bound to sell. 


So far, so good. But, what about the 
trust agreement made in 1946, by the terms 
of which the corporation did bind itself to 
acquire the stock of the two shareholders 
and which was implemented by the insur- 
ance policies obtained in 1942 as key-man 
insurance? Did that agreement change the 
situation? Not so, said the court of appeals 
in the following language: 


“We need not, however, rest this decision 
on the state of the record in the absence of 
the trust agreement, as it is not in the least 
inconsistent with the purpose originally under- 
lying the purchase of the insurance. The 
Trust was designed to implement that origi- 
nal purpose, and, at the same time, add a 
further business objective, viz: to provide 
for continuity of management.” 

In addition to stressing the business pur- 
pose of key-man insurance “as a means 


838 


whereby the petitioner (the corporation) 
could cushion the loss of one of its key 
men” and taking notice of the fact that 
“had either Leeds or Madan died during 
that period (four years), the insurance pro- 
ceeds would have flowed directly into the 
treasury of the petitioner, and the petitioner 
could have applied the proceeds to whatever 
corporate purposes it deemed wisest,” the 
opinion categorically spells out the follow- 
ing further valid business purposes flowing 
from the insurance trust agreement of 1946 
(Mark the language! Does it not strike a 
note familiar to underwriters?) : 


“Harmony [in management] is the essen- 
tial catylist for achieving good management; 
and good management is the sine qua non of 
long-term business success. Petitioner, deem- 
ing its management sound and harmonious, 
conceived of the trust to insure its continua- 
tion. Petitioner apparently anticipated that, 
should one of its key stockholder-officers 
die, those beneficially interested in his estate 
might enter into active participation in cor- 
porate affairs and possibly introduee an 
element of friction. Or, his estate, not being 
bound by contract to sell the stock to peti- 
tioner, might sell it to adverse interests. 
The fragile bark of a small business can 
be wrecked on just such uncharted shoals.” 


The court of appeals further observed that 
“the situation provided by the Trust Agree- 
ment would also indirectly have the benefit 
(to petitioner) of key-man insurance.” The 
court also said that on the death of one of 
the insured shareholders and the acquisition 
of his stock by the corporation, it would 
have no obligation to retire the shares so 
purchased, which thus “would become treasury 
shares and could be resold in the same man- 
ner as other corporate assets.” 


“The Trust Agreement provides petitioner 
with a method of subjecting all potential 
purchasers to a screening test, thus per- 
mitting the corporation to choose its new 
shareholders in a highly selective manner. 
Funds derived from the resale would then 
be available to petitioner and provide it with 
needed working capital.” 

Concluding, the appellate court specifically 
directs attention to the fact that it would be 
the corporation and not the survivor of the 
two executives who would make the purchase, 
that “there is more than a highly technical 
distinction” between a contract under which 
the corporation is to purchase the shares of 
a deceased stockholder and one under which 
the shareholders are to make such a pur- 
chase, that “significantly different legal in- 
cidents flow therefrom,” inasmuch as a 


October, 1951 @© TAXES—The Tax Magazine 








at, 


ate 


ion 
uld 

so 
ury 
an- 


yner 
tial 
er- 
1ew 
ner. 
hen 
vith 


cally 
1 be 

the 
1ase, 
Lical 
hich 
's of 
hich 
pur- 
| in- 


iS a 










purchase by the corporation could not legally 
be made if it would render the corporation 
insolvent, that inasmuch as the corporation 
was the beneficiary of the insurance, the 
proceeds payable on the death of either of 
the insured executives “would be available, 
if needed” for payment of the corporation’s 
creditors, and that “the insurance policies 
represent assets of the corporation which 
are subject, at all times, to the risks and 
hazards of the business.” 


The significance of these judicial findings 
cannot be overemphasized. ‘They clearly 
and correctly define the intrinsic benefits and 
the vital needs of key-man insurance and 


(6) Ratio of stock to loans is “unreason- 
ably” out of proportion; an almost all-debt 
position will invite scrutiny; 


(7) Calling the advance a loan is by no 
means conclusive. Even a properly recorded 
mortgage to a majority stockholder is not 
final. Again, what is the purpose? 


(8) Is the loan an arm’s-length transac- 
tion? Are you dealing with outsiders or 
majority stockholders? This is a most sali- 
ent factor, for the decisions invariably touch 
upon this point; 

(9) Tax avoidance: although tax avoid- 
ance is legitimate, the courts still cast a 
wary eye in this direction; 

(10) Boiling the whole thing down, do you 
have a bona fide debt? 


Among the significant decisions on this 
subject are the following: George L. Sogg, 
CCH Dec. 17,919(M), 9 TCM 927 (1950); 
Swoby Corporation, CCH Dec. 16,123, 9 TC 
887 (1947); Edward G. Janeway, CCH Dec. 
13,290, 2 TC 197 (1943); Evrard A. Matthiesen, 
CCH Dec. 18,220, 16 TC—, No. 97 (1951). 


Even as a bad debt, under present law, 
this type of loan will be limited to a non- 
business debt in the case of individual tax- 
payers and be treated as a short-term capi- 
tal loss. To be deductible as a regular bad 
debt, the lender will have to show that he is 
in the loan business, or that he makes a busi- 
ness of making such loans to many compa- 


®A word of caution: The allowance by the 
court of appeals in the Hmeloid case of credit 
as “‘borrowed capital’’ for the loan made to 
pay the single premiums in computing excess 
profits tax liability should not be construed 
as modifying the established law that pre- 
miums paid for business life insurance or en- 
dowment policies (including key-man insurance) 
in which the taxpayer is directly or indirectly 
a beneficiary are not deductible in computing 
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life insurance funding of buy-and-sell agree- 
ments and will be gratifying to underwriters 
and lawyers. 


The comprehensive treatment by the court 
of appeals of every fundamental issue involved 
in the Emeloid case, its sweeping rejection of 
the misconceived contentions of the Com- 
missioner and the unrealistic conclusions of 
the Tax Court, and its unequivocal reversal 
of the Tax Court should lay at rest the fears 
that resulted from the decision of the Tax 
Court. Here, indeed, is an authoritative 
judicial landmark in the field of key-man 
and business life insurance.° [The End] 





nies. It might also be remarked that the 
whole challenge of loan or capital has often 
been provoked only when the taxpayer 
sought a bad debt deduction. 


Although tax avoidance is involved, it is 
generally recognized that a taxpayer has the 
choice of selecting the most advantageous 
capital structure, even to creating a debtor- 
creditor relationship between the corpora- 
tion and the stockholders. However, this 
should not be construed to mean that a cor- 
poration may always operate with a dispro- 
portionate ratio of loans to capital. When 
working and permanent capital is derived 
almost entirely from loans, it invites the test 
of intent or good faith. 


Moreover, it is significant to note that the 
courts have promulgated no broad generali- 
zation that a “thin” capitalization is of itself 
the decisive factor. In every instance, the 
courts have gotten down to considering the 
merits of the specific dealings involved and 
their relationship to the over-all picture. No 
one factor has been held controlling; each 
case stresses one phase or another of the 
factors already enumerated in this letter. 
There has been no fiat that “thin” capitaliza- 
tions, or that even loans proportionate to 
stock holdings, automatically make a loan 
a capital investment. 


Harry H. Rose 
CLEVELAND 


federal income taxes. Code Sec. 24(a)4. In 
addition, interest paid on loans made to pay 
for single-premium policies is not deductible 
for either income or excess profits tax purposes. 
“If substantially all of the premiums on a life 
insurance or endowment contract are paid with- 
in a period of four years from the date on 
which such contract is purchased, such contract 
shall be considered a single premium or en- 
dowment contract... .’’ Code Sec. 24(a)6. 
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It is further apparent on the basis of 
present estimates that federal budget re- 
ceipts, even including the House bill, would 
not be adequate to pay for these expendi- 
tures until after fiscal 1954. This implies 
that the budget would show a deficit for 
the three fiscal years 1952 through 1954, 
after which it could be balanced. The first 
implication of the present defense program 
is that the federal budget will be inflation- 
ary at least through fiscal 1953 and possibly 
into fiscal 1954, unless additional taxes 
above the House bill are enacted. 


The second implication can be derived 
from an examination of the relationship 
between gross national product and govern- 
ment expenditures. Federal defense expen- 
ditures for goods and services took about 
4.9 per cent of gross national product in 
fiscal 1950; this rose to 7.2 per cent in fiscal 
1951 and it is estimated at almost 15 per 
cent for 1952; for fiscal 1953 the ration may 
rise to over 18 per cent. Subsequently the 
proportion may decline as gross national 
product increases and defense expenditures 
taper off. At the peak, therefore, of the 
defense effort in fiscal 1953, federal, state, 
and local expenditures for defense and non- 
defense activities may total over 26 per 
cent of gross output. Such is approximately 
the schedule outline in the First Quarterly Re- 
port of the Director of Defense Mobilization. 


If the economy is over the hump by mid- 
1953, what then? Will the most pressing 
inflationary dangers to the economy be at 
an end? Defense requirements will be taper- 
ing off; civilian production will be rising; 
shortages will be disappearing. But, will the 
general economic climate be more nearly 
on a peacetime basis, assuming, of course, 
that there will be no full-scale war prior 
to June 30, 1956, the terminal date of these 
projections? 


Secondly, even after this hump is passed 
will this Nation be faced with a much larger 
federal budget than has ever before been 
contemplated in peacetime? If so, despite 
substantial expansion of the economy, taxes 
will have to be uncomfortably higher than 
before June 1950. Some worth-while and 
desirable civilian activities may still have 
to be curtailed in the interest of national 
survival, despite the fact that the govern- 
ment will still be providing a substantial 
stimulus to the economy. 


From the standpoint of the Joint Com- 
mittee on the Economic Report, the most 
important implication of the analysis is that 
at an early date it will need answers to 
a number of extraordinarily difficult ques- 
tions. For example: 


What will be private investment require- 
ments after the hump? 


Will there be sufficient private domestic 
investment to offset the decline of military 
expenditures? 


How can such private investment be 
stimulated ? 


What will be the demand for housing? 
What kind of financing will this require? 


Will there be a sufficient supply of indus- 
trial raw materials to enable the economy 
to operate at high levels? 


What will consumer demand for goods 
and services be? Will it be sufficient to 
insure high employment? 


To what extent can the economic and 
political interests of this nation be served 
advantageously by international programs? 
Of what type and scope? 


Will the labor force grow faster than 
economic expansion can provide jobs? 


What kind of monetary, credit, and fiscal 
policies in the immediate future will con- 
tribute most to maintaining maximum pro- 
duction, employment, and purchasing power 
when the hump is passed? 


Will research, technology, new industries, 
and new enterprises go forward at the pace 
necessary for a stable economy at maximum 
employment? What will be the effect on 
these of channelizing efforts to defense, 
standardizing items for economy in the 
emergency, and the lack of materials, man- 
power, and credit during the emergency? 


What will be the implications for the 
long-term conservation and the develop- 
ment of resources of the very high rate of 
utilization of scarce resources during the 
defense period? What problems are raised 
by the United States becoming increasingly 
dependent upon access to other regions for 
necessary materials to sustain, let alone to 
expand, the industrial machine which will 
exist when the present program has been 
achieved ? 
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Supreme Court 


Certiorari has been applied for in the fol- 
lowing cases: 


Pearson et al. v. Commissioner, 51-1 ustc 
{ 9236. The United States Court of Ap- 
peals for the Fifth Circuit disallowed de- 
preciation where a lessor’s heir (the taxpayer) 
failed to establish a basis for depreciation 
of a building constructed on the leased 
premises by the lessee since it was not 
shown how much of the estate tax valuation 
was attributable to the building, as distin- 
guished from the land, or whether the stipu- 
lated value attributable to the building 
entered into the valuation of the property 
for estate tax purposes. 


Durr Packing Company v. Shaughnessy, 
51-1 ustc §9329. Processing tax refunds 
accrued, not in the year of enactment of the 
law authorizing the refund (1936), but in 
the year in which final settlement was made. 


Rose et al. v. Commissioner, 51-1 ustc 
49252. (1) A dissolved subsidiary was not 
entitled to a carry-back of the net operating 
loss of its parent, and (2) where a sub- 
sidiary transferred its assets to its parent 
in a tax-free reorganization, both corpora- 
tions being on the completed-contract basis, 
income under long-term contracts completed 
by the successor could be allocated between 
the corporations by reference to the per- 
centage of completion at the time of re- 
organization. 


Southwest Natural Gas Company v. Com- 
missioner, 51-1 ustc 9340. Where holders 
of 59.2 per cent of the transferor’s common 
stock received 16.4 per cent of the trans- 
feree’s common stock, and bonds of a much 
greater value, there was not a sufficient 
continuity of interest to constitute a reor- 
ganization, 


The Secretary 


At the annual convention of the National 
Association of Employees of Collectors of 
Internal Revenue in Cleveland on Septem- 
ber 8 Secretary Snyder said: 


The performance record of the Revenue 
Service must of necessity stand the closest 
scrutiny. This could not be otherwise—and 
none of us would expect it to be otherwise 
—in view of the huge size and variety of the 
revenue collections with which the Service 
has come to be charged by law, and the 
great number of citizens from whom these 
collections are made. It has become tradi- 
tion in the Service that the closest scrutiny 
finds only a relatively insignificant number 
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of departures from honest and loyal dis- 
charge of duty. That tradition is something 
of which we are all proud, something which 
we all cherish, and something which we are 
determined to preserve. 


New techniques and new devices are be- 
ing developed and installed to minimize the 
drudgery involved in the administration of 
this vast and complex organization. As 
these are put into use, increasing numbers 
of our people will be released from the 
performance of routine tasks, and will be 
able to devote their time and efforts to work 
that requires a higher degrée of individual 
skill and individual thinking. 


I am gratified that this convention gives 
to those of you who did not already know 
him a chance to become acquainted with 
the new Commissioner of Internal Reve- 
nue, General Dunlap. He is a product of 
long and varied experience in the Revenue 
Service, plus outstanding service in the 
Armed Forces. His abilities already have 
won conspicuous recognition, and I am 
sure they will win more. He has my fullest 
confidence. Only a few months ago Gen- 
eral Dunlap was called from Texas to 
Washington to direct the more effective 
coordination of the work of the Revenue 
Service in running down tax evaders of the 
professional criminal type. We had, of 
course, always given special attention to 
such tax dodgers as gamblers and racketeers, 
and we had not only collected large sums 
in additional taxes but also had made many 
of these people feel the full weight of 
criminal penalties for tax delinquency. In 
order to get still better results, General 
Dunlap was assigned the task of setting up 
117 special racket squads in Revenue Service 
offices throughout the country. The man- 
power of these squads totals about 2,400 
persons, and includes many of our most 
expert personnel, 


I am glad to be able to report to you 
that in the few months since they began 
operations, the special racket squads have 
produced excellent results. 


For the period beginning in late April 
and ending July 31, of this year, the Special 
Tax Fraud Drive of the racket squads 
yielded additional tax assessments, includ- 
ing penalties, totaling $5,627,345.34. In 24 
cases, criminal prosecution was recommended. 
These additional assessments and prosecu- 
tion recommendations were the outgrowth 
of 474 completed investigations. 


These results for such a short period are 
certainly impressive. But they do not, by 
any means, indicate the full scope of the 
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work which is under way. I am informed 
that 19,740 cases have been assigned to the 
Special Racket Squads so far, and that ac- 
tive investigation already is under way in 
6,175 of those. I am referring only to cases 
that are considered as coming within the 
racketeer classification. 


A great many of these investigations 
are, of course, of longer standing than the life 
of the Special Racket Squads. On some 
of them, the Revenue Service investigators 
have worked painstakingly for years, seek- 
ing the full facts and determining whether 
there is sufficient evidence to warrant prose- 
cution recommendation. The Special Tax 
Fraud Drive has brought about an intensifi- 
cation of the campaign against umderworld 
tax dodgers, but it did not originate such 
a campaign; we have been conducting one 
all along, and it has been fruitful. Thus 
from April to the end of July, while the 
Special Racket Squads were recommending 
24 cases for prosecution, the Department 
of Justice was forwarding 92 cases, devel- 
oped earlier by the Revenue Service, to the 
several United States Attorneys for prose- 
cution action. And during that same period, 
indictments have been returned in 89 cases, 
and 10 convictions have already been obtained. 


In practically all racketeer tax cases, the 
Bureau makes use of jeopardy assessments. 
As you know, such an assessment becomes 
effective immediately as a lien against real 
estate or as a basis of authority to seize 
bank deposits or other property to satisfy 
the assessment. This is in contrast to the 
leisurely process of awaiting a final deter- 
mination, perhaps long delayed, of the tax 
liability before taking action for collection. 
From the beginning of the Special Tax 
Fraud Drive in April through July 31, 
jeopardy assessments were made in 34 
cases, with the combined taxes and penalties 
totaling $7,220,623.73. 

It is not a very far cry, of course, from 
income tax frauds to liquor tax frauds. 
While the Special Racket Squads have been 
running down evaders of the income tax, 
the Alcohol Tax Unit also has been busy. 
From late April through July 31 the Alco- 
hol Tax Unit seized 3,430 stills and arrested 
3,171 persons. In the same period 2,337 
persons were indicted and 2,181 convictions 
were obtained. 


The Commissioner 
Fe Sencha eale Commissioner 
acquiesces in the following decisions: 
Alcorn, CCH Dec. 18,034, 16 TC —, No. 
10, and Berland’s, CCH Dec. 18,057, 16 TC 
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—, No. 24.—Related corporations were each 
entitled to a $10,000 excess profits tax ex- 
emption (under World War II law). 


Braznell, CCH Dec. 18,145, 16 TC —, No. 
62.—Damages for refusal to pay commis- 
sion on a sale of real estate which the tax- 
payer refused to carry out were not a capital 
charge against proceeds of a later sale of 
the property but were to be treated as an 
expense in the management, conservation or 
maintenance of property held for the pro- 
duction of income and were deductible. 


Kaufmann, CCH Dec. 18,150, 16 TC —, 
No. 67.—The sale of property and lease- 
back of such property to the taxpayer for a 
term of 20 years, at a rental agreeable to all 
parties concerned, with no renewal rights, 
gave rise to a deductible loss since the tax- 
payer’s property and economic interests 
after the transaction were different from its 
position in that regard before consumma- 
tion of the deal. 


Kline, CCH Dec. 18,018, 15 TC —, No. 
130.—Where taxpayers had used improper 
bases in computing their gains on sales of 
cattle in 1944, such fact did not deprive 
them of their right to use a correct basis in 
computing their gains on 1945 sales. 


Wood, CCH Dec. 18,070, 16 TC —, No. 
28.—(1) The sale of subdivided unimproved 
realty received on dissolution of a real es- 
tate development company resulted in capi- 
tal gain, and (2) the sale of whiskey 
warehouse receipts by a taxpayer not en- 
gaged as a dealer in such receipts resulted 
in capital gain. 


N ONACQUIESCENCE.—The Commis- 
sioner does not acquiesce in the fol- 
lowing decisions: 


DeBoer, CCH Dec. 18,184, 16 TC —, 
No. 82.—Filing of a joint return did not 
result in disallowance of a loss on a sale 
to a spouse’s family member. 


Frame, CCH Dec. 18,160, 16 TC —, No. 
73.—Where the Commissioner required the 
taxpayer to change from the cash to the 
accrual method of reporting income to con- 
form with his bookkeeping, the taxpayer 
did not have to include in the year of change 
the amount of accounts receivable outstand- 
ing as of the close of the preceding year. 


Manning Trust, CCH Dec. 18,004, 15 TC 
—, No. 120.—Under the facts, a reorganiza- 
tion was consummated for legitimate busi- 
ness purposes and therefore an exchange of 
securities in connection therewith did not 
result in taxable income. 
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Blair v. Commissioner 


States’ Rights v. Federalism 


Tax Classics e e by Robert S. Holzman 


Adjunct Professor, New York University Graduate School of Business Administration 





oe are nine and sixty ways of 
constructing tribal lays, 


“And every single one of them is right!’? 


But what happens to tribal lore when 
federalization has set in? 

An Illinois resident created a trust, the 
income from which was to go to his son, 
Edward Tyler Blair. The son in turn made 
a permanent assignment of part of this in- 
come to his children. “I’m taxing you on 
that income, E.T.,” announced the Com- 
missioner,’ “as the assignment you made was 
not valid.” A Federal court backed up the 
deficiency. In perplexity, Blair went to the 
Superior Court of Cook County to get a 
construction of the will with respect to the 
power of the beneficiary of a trust to assign 
income. “You’ve nothing to worry about, 
E.T.,” the superior court assured him, “for 
under the laws of our state that assign- 
ment was proper.” A twelvemonth later, 
the Commissioner sought to tax that year’s 
assigned income to Blair. “No,” protested 
the latter, “a competent court in my state 
has ruled that —.”’ “Never mind what those 
bush league umpires say,” interposed the 
Commissioner. “We’re playing in the Big 
League now.” 

On February 1, 1937, Mr. Chief Justice 
Hughes delivered the opinion of the Su- 
preme Court:* 


“Here, after the decision in the first pro- 
ceeding, the opinion and decree of the state 
court created a new situation. The deter- 
mination of petitioner’s liability for the... 
[first] year . . . had been rested entirely 
upon the local law. . . . The supervening 
decision of the state court interpreting that 
law in direct relation to this trust cannot 
justly be ignored in the present proceeding 
so far as it is found that the local law 


1 Rudyard Kipling, ‘‘In the Neolithic Age,’’ 
Verses 1889-1896 (New York, Charles Scribner’s 
Sons, 1898), -p. 278. 

2 That worthy also was named Blair, but the 
case was not reported as Blair v. Blair, perhaps 
because it might have suggested a divorce 
action. 
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is determinative of any material point in 
controversy. ... 


“The question of the validity of the as- 
signments is a question of local law. The 


- donor was a resident of Illinois and his 


disposition of the property in that State 
was subject to its law. By that law the 
character of the trust, the nature and extent 
of the interest of the beneficiary, and the 
power of the beneficiary to assign that in- 
terest in whole or in part, are to be deter- 
mined. The decision of the state court upon 
these questions is final. . . . Poe v. Seaborn, 
282 U. S. 101... .* ... In this instance it is 
not necessary to go beyond the obvious 
point that the decision was in a suit between 
the trustees and the beneficiary and his 
assignees, and the decree which was en- 
tered in pursuance of the decision deter- 
mined as between these parties the validity 
of the particular assignments. Nor is there 
any basis for a charge that the suit was 
collusive and the decree inoperative. ... 
The trustees were entitled to seek the in- 
structions of the court having supervision 
of the trust. That court entertained the 
suit and the appellate court, with the first 
decision of the Circuit Court of Appeals 
before it, received the decisions of the Su- 
preme Court of the State and reached a 
deliberate conclusion. To derogate from the 
authority of that conclusion and of the de- 
cree it commanded, so far as the question 
is One of state law, would be wholly un- 
warranted in the exercise of federal juris- 
diction. 


“In the face of this ruling of the state 
court it is not open to the Government to 
argue that the trust ‘was, under the Illinois 
law, a spendthrift trust.’ The point of argu- 
ment is that, the trust being of that char- 

3 Blair v. Commissioner, 37-1 ustc { 9083, 300 
U.S. 3. 


*See ‘‘Tax Classics,’’ 1948—I, TaxEes—The 
Tax Magazine, January 1948, p. 80. 





acter, the state law barred the voluntary 
alienation by the beneficiary of his interest. 
The state court held precisely to the con- 
trary. The ruling also determines the valid- 
ity of the assignment by the beneficiary of 
parts of his interest. That question was 
necessarily presented and expressly decided.” 


ITING the Blair case, one writer ob- 

served that “ordinarily a state court 
decision in an adversary proceeding will 
be binding for Federal tax purposes.” * The 
federal courts have usually accepted the 
state decree unless its collusive nature ap- 
peared on its face.”* But the Blair case 
has been used for sly chicanery. “The local 
decree is a device often resorted to for 
the purpose of reducing or escaping the 
[federal] tax. Those interested in obtaining 
a decree favorable from the tax viewpoint 
may formally institute a state proceeding 
calling for the settlement of an alleged con- 
flict as to property rights.” ’ 


The decision of a state court is not bind- 
ing upon a federal body if this decision 
is not on the merits of the particular ques- 
tion at issue. “If the question of the interest 
of ... [the taxpayer] in the income of the 
trust has been considered and adjudicated 
by the Probate Court, [the taxpayer’s] con- 
tention that its order would bind the Tax 
Court and this court would be sustained. 
Blair v. Commissioner. . . . If the Probate 
Court did not pass upon the question of 
the extent of ... [her] interest in her hus- 
band’s estate under the will, its decision 
is not controlling here.”* In denying an 
estate certain deductions for claims against 
the decedent by his son, one court declared: 
“The cases cited by the [estate] confirm 
rather than reprobate the pertinent rule. 
Each of them was an instance where a 
state court had heard the merits and on 
that basis determined and settled property 
rights. Blair v. Commissioner. 

... Here, there was never an adjudication 
of the son’s claim on its merits. The Or- 
phans’ Court of Mercer County had no 
alternative under the circumstances but to 
approve and confirm the executors’ account. 


5 Abraham S. Guterman, ‘‘The Federal Income 
Tax and Trusts for Support,’’ Harvard Law 
Review, April. 1944, p. 510. 

6 Edmond N. Cahn, ‘‘Local Law in Federal 
Taxation,’’ Yale Law Journal, September, 1943, 
p. 818. 

™Randolph E. Paul, Federal Estate and Gift 
Taxation, (Boston, Little, Brown and Company, 
1942), Vol. I, p. 74. 

8 Farle et al. v. Commissioner, 46-2. ustc 
§ 10,514, 157 F. (2d) 501 (CCA-6). 

° First-Mechanics National Bank of Trenton 
et al. v. Commissioner, 41-1 ustc { 10,004, 117 
F. (2d) 127 (CCA-3, 1940). 


The fact that no interested parties 
objected to the executors’ payment of the 
claim could not serve to give it the certain 
validity under the laws of the state which 
the Revenue Acts require as a prerequisite 
to a claim’s deduction from a decedent’s 
gross estate.” ® 


As to the “objection,” “there need be no 
belligerent or acrimonious contest.” “But 
there is no contention by counsel four the 
... [government] that the decree of the State 
Court was collusive, and I take it that it 
must be considered binding here. Blair v, 
Commissioner. . . .”™ 


A retroact:ve state court decree will not 
bind a federal court. A husband could not 
deduct amounts paid to his wife under a 
separation agreement which, in a subsequent 
year, a state tribunal approved nunc pro tunc 
the original date, although, meanwhile, a 
federal law permitting alimony deductions 
had been enacted. Said the court: “What 
is income is controlled by Federal law. . 
No sovereign is likely to permit its revenue 
imposts to be set at nought through such 
retroactive manipulation of state judicial 
proceedings.” * 


NTERPRETATION of the terms of a 

will is a state function. An individual 
bequeathed shares to relatives with whom 
he lived “in compensation for their kind- 
nesses and services... .” A chancery court, 
asked to construe various items of the will, 
approved these sums as legal claims against 
the estate. “We think that under these 
circumstances, the statement in Blair v. 
Commissioner is apposite. To derogate from 
the authority of the state court’s conclu- 
sion and of the decree that it commanded 
would be unwarranted in the exercise of 
federal jurisdiction.” * Was a son’s inierest 
under his father’s will vested or contingent? 
“The answer must be found in the law of 
North Carolina. Blair v. Commissioner. . . . 
This condition [of attaining a specified age], 
it seems to us, was annexed to the gift 
itself in such a fashion as to create a con- 
tingent interest within the rule as illustrated 
by the North Carolina decisions.” * When 


” 6 


10 Commissioner v. Estate of Anna D. Childs, 
45-1 ustc § 10,171, 147 F. (2d) 368 (CCA-3). 

11 Mercantile Trust Company v. Hofferbert, 
45-1 ustc { 9124, 58 F. Supp. 701 (DC Md., 1944). 

122 Daine v. Commissioner, 48-1 ustc { 9295, 
168 F. (2d) 449 (CCA-2). 

13 Nashville Trust Company v. Commissioner, 
43-1 ustc { 10,040, 136 F. (2d) 148 (CCA-6). 

1% Reynolds v. Commissioner, 40-2 ustc { 9703, 
114 F. (2d) 804 (CCA-4), rev’d, on other issues, 
41-1 ustc J 9484, 313 U. S. 428. 
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sections of a will appeared to be in con- 
flict, the court said: “It is conceded that 
the nature of the decedent’s interest must 
be determined by the law of Pennsylvania. 
Blair v. Commissioner. . . . It is the law of 
Pennsylvania . . . that the intention of the 
testator is to be gathered from the whole 
of the will and that actual intent must 
prevail where it can be ascertained.” * Could 
an estate deduct gifts that the executors were 
“authorized” to make? “Three Wisconsin 
decisions here construed wills and deter- 
mined whether a trust in a given case was 
precatory or mandatory. . .. This court 

. is of the opinion that ... [the testator] 
failed to provide in her will for a trust 
fund which was exempt from taxation.” * 


The status of a trust is a matter for the 
state courts. “We look to the local law 
to determine the validity and character of 
a trust and the nature and extent of the 
interest created by the trust agreement. 
Blair v. Commissioner. . . . The legal inter- 
ests and rights created here by the trust 
instrument involved here are controlled by 
the law of Minnesota where the instru- 


ment was executed, where the settlor and- 


trustee reside, and where the trust estate 
was delivered -and is held.”™ “The power 
to transfer or distribute assets of a trust,” 
said Mr. Justice Reed, “is essentially a mat- 
ter of local law. Blair v. Commissioner... . 
Congress has selected an event, that is the 
receipts or distributions of trust funds to a 
grantor, normally brought about by local 
law, and has directed a tax to be levied 
if that event may occur. Whether that 
event may or may not occur depends upon 
the interpretation placed upon the terms of 
the instrument by state law. Once rights 
are obtained by local law, whatever that 
may be called, these rights are subject to 
the federal definition of taxability.” * 


Thus, “where the application of the tax- 
ing statute depends upon a fact determi- 
nable by the application of a state rule of 
property, as where title to property passes, 
the state rule governs unless a different 
one is laid down by the taxing statute. ... 
Blair v. Commissioner... .”” “State rules of 


1 Estate of John G. Frazer v. Commissioner, 
47-1 ustc { 10,562, 162 F. (2d) 167 (CCA-3). 

1% Norris et al. v. Commissioner, 43-1 vustc 
{ 10,031, 134 F. (2d) 796 (CCA-7). 

1 U, 8. v. Pierce, 43-2 ustc { 9558, 137 F. (2d) 
428 (CCA-8). 

1% Helvering v. Stuart, 42-2 ustc { 9750, 317 
U.S. 154. 

»U. 8S. v., Stroop, 40-1 ustc { 9235, 109 F. 
(2d) 891 (CCA-6). 

2 Howard et al. v. U. S8., 42-1 ustc {§ 10,134, 
125 F. (2d) 986 (CCA-5). 
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property must be applied and enforced in 
proceedings under the revenue statutes in the 
absence of a conflicting federal law, treaty, or 
constitutional provision on the subject. Dif- 
ferences in state laws so to be applied do 
not disparage the geographic uniformity of 
taxation requisite to constitutionality.” ” 


oe received by trustees to pay carry- 
ing charges could be deducted. “Whether 
the carrying charges were payable from 
corpus or from income is to be determined 
according to local law. Blair v. Commis- 
sioner... .™ An assignor could not be taxed 
on rent after a valid assignment. “The... 
[assignor] and his assignee are residents 
of New Jersey and the real estate is located 
there. The assignments are governed by 
the law of that state. Blair v. Commis- 
sioner. . . .* In determining whether a non- 
profit co-operative marketing association re- 
ceived moneys as owner or as trustee for 
its members, “the applicable law is that of 
California. Blair v. Commissioner... .°* A 
title insurance company could deduct, as 
unearned premiums, amounts required by 
state law to be set up as reserves. “We 
must look to the law of the state to deter- 
mine the nature of the interest which the 
company has in the portions of the pre- 
miums reserved. Having determined this, 
we look to the federal statute to determine 
whether such interest is taxable thereunder. 
... Blair v. Com’r... .”* Surtax on undis- 
tributed profits was not imposed by reason 
of a dividend-restriction convenant to se- 
cure a loan, for “it is . . . obvious that the 
question of whether a particular contract 
...is enforcible against the taxpayer claim- 
ing the credit . . . does not arise under 
Federal law but under the controlling State 
law. .. . Blair v. Commissioner. .. .”* 


Partnership “splitting” receives support 
from this rationale: “The law of the Philip- 
pines is concededly determinative of the 
extent of this decedent’s interest. . . . for 
the purpose of the federal estate tax the 
husband must be held to have no interest 
in the wife’s share of the conjugal estate.” * 
In determining whether income could be 
split qua a partnership, the court observed 


21 Commissioner v. Lewis, 44-1 ustc § 9176, 141 
F. (2d) 221 (CCA-3). 

2 Tum v. Commissioner, 45-1 ustc 9155, 147 
F. (2d) 356 (CCA-3). 

23San Joaquin Valley Poultry Producers’ 
Association v. Commissioner, 43-1 ustc {| 9484, 
136 F. (2d) 382 (CCA-9). 

2 Harly v. Lawyers Title Insurance Corpo- 
ration, 42-2 ustc {| 9764, 132 F. (2d) 42 (CCA-4). 

3%U. 8. v. Hillcrest Investment Company, 45-1 
ustc f 9159, 147 F. (2d) 194 (CCA-8). 

2% Commissioner v. Cadwallader, 42-1 vustc 
| 10,173, 127 F. (2d) 547 (CCA-9). 
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that “Where the issue is the existence of 
a legal status left by the taxing statute to 
the determination of State law, the deci- 
sion of a State court is controlling. Here, 
the real issue is whether a contract which 
has created such a legal status has effected 
‘any substantial change in . . . economic 


position’.” * 


The doctrine has been applied in deciding 
whether a wife was liable in equity for in- 
come taxes of her deceased husband after 
a transfer that potentially involved the 
Fraudulent Conveyance Act. “Whether that 
is so can best be determined by examining 
the later cases by the Supreme Court of 
Pennsylvania ... Blair v. Commissioner. ...”™ 
Employees were induced to buy stock in a 
corporation under a contract calling for cor- 
porate repurchase of the shares at severance 
of employment. This was done when the 
company went out of business, and the 
Commissioner sought to impose transferee 
liability on the shareholders for corporate 
taxes. “Whether a transferee is liable ‘at 
law or in equity’ depends upon State law 
... Blair v. Commissioner Missouri 
decisions hold that . . . a contract by a 
corporation to repurchase its stock is ultra 
vires and void as against public policy. . . .”™ 


State law is not controlling as to exemp- 
tion from income tax of property acquired 





by gift via compromise. “Congress,” said 
Mr. Chief Justice Holmes, “establishes its 
own criteria and the state law may control 
only when the federal taxing act by express 
language or necessary implication makes 
its operation dependent upon state law. .. 
Blair v. Commissioner. ... .. . Whether 
what an heir receives from the estate of 
his ancestor through the compromise of 
his contest of his ancestor’s will should be 
regarded as within the exemption from the 
federal tax should not be decided .. . ac- 
cording to the differing views of the state 
courts.” “State laws,” it was declared in 
a conveyance matter, “create legal inter- 
ests or property rights. State rules of prop- 
erty are binding upon federal courts. ... 
The federal revenue acts, however, deter- 
mine and designate what interests so created 
by state law, and when and how they shall 
be taxed.” ™ 


HETHER federal law or state should 

dominate a situation is not a new problem. 
“Not only had state rights seized the minds 
of the people but what this dogma was 
supposed to secure and protect, ‘our liber- 
ties,’ was deified.” The Commissioner 
with whom E. T. Blair had to contend was a 
North Carolinian, but he happened to have 
been born three years after Appomattox.” 


STATE TAXES REACH NEW HIGH 


State tax collections for 1951 leaped 
12.6 per cent over record totals of 1950 
to establish a new high of $8.9 billion, 
based on United States Department of 
Commerce figures. 


This sharp increase is more than double 
the 1945 total of $4.3 billion, while the 
rate of rise was larger than in the two 
previous years. Also, the per capita tax 
burden for the 48 states averaged $59.59, 
amounting to $6.67 more than the states 
collected per person in 1950. 

All states except one, Nebraska, re- 
ported higher tax revenues. 

Louisiana, with a per capita collection 
of $97.66, and Washington, with $95.03, 
again topped the list of states, although 
this year their order was reversed. 





27 Doll v. Commissioner, 45-1 ustc { 9275, 149 
F. (2d) 239 (CCA-8). 

28 Pearlman, CCH Dec. 14.136, 4 TC 34 (1944), 
aff’d, 46-1 ustc § 9151, 153 F. (2d) 560 (CCA-3). 

2 Botz v. Helvering, 43-1 ustc { 9374, 134 F. 
(2d) 538 (CCA-8). 

% TLyeth v. Hoey, 38-2 ustc { 9602, 305 U. S. 
188. 


California collected the largest amount 
of any state, $958 million, an increase of 
18.1 per cent over 1950. It ranked third 
in per capita collection, with $90.50. 


Arizona, fourth in per capita levies, 
reported the sharpest rise. Its average 
was $88.75, a jump of 39.1 per cent. 


Second only to California in total col- 
lection was New York with $914 million 
on a per capita average of $61.65. 

New Jersey retained its position as the 
state with the lowest per capita levy, 
$34.74. Alabama ranked next with $38.19. 

Over the last ten years, Florida’s 
collections were up 243 per cent, New 
Mexico and Louisiana up 223 per cent, 
Tennessee up 209 per cent and Oregon 
up 205 per cent. 


31 White, CCH Dec. 12,522-6 (1942). 

32 —E, Merton Coulter, The Confederate States 
of America, 1861-1865 (Baton Rouge, Louisiana 
State University Press, 1950), p. 402. 

33 Who’s Who in America (Chicago, The A. N. 
Marquis Company, 1928), Vol. 15, p. 302 
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Books ... 


Casebook on Doing Business 


Introduction to Business Associations—Cases 
and Materials. Elvin R. Latty. Prentice- 
Hall, Inc., 70 Fifth Avenue, New York 11, 
New York. 1951. 646 pages. $7.50. 


The materials presented in this casebook 
overlap the areas heretofore usually reserved 
‘o courses in agency, corporations and part- 
nership. The book is not meant to be used 
in the law school’s basic corporations 
course. Rather, it is intended to relieve that 
course from such overworked topics as those 
dealing with acts ultra vires the corporation 
and questions regarding de facto corpora- 
tions, the corporate entity and the nature of 


corporateness, so that the follow-up course- 


in corporations can take the student into 
the more important phases of corporate law 
including those relating to “close corpora- 
tions” as well as those “big time” areas 
within the reach of SEC regulation. At the 
same time, the author-compiler hopes that 
this organization of materials will enable 
the principles of agency and partnership to 
have a place in the law school curriculum, 
rather than be jettisoned or relegated to the 
summer session. 


Partnership, especially, has in recent years 
been given very little attention in a number 
of leading law schools. It is anomalous that 
this should be true in a day when more and 
more law graduates practice in large metro- 
politan areas where a large proportion of their 
work will be concerned with business or- 
ganization and practices in one way or an- 
other. But materials dealing with taxation, 
accounting, antitrust law, trade regulations, 
bankruptcy and reorganization, labor law 
and administrative law have had to be added 
to the law school curriculum and, as Pro- 
fessor Latty states, “Something has to give.” 
Some schools, consequently, have accorded 
the major portion of Future Interests the 
status of an honors course, allowing those 
in the top 10 per cent of their class who 
wish to elect it to do so. More schools 
have dropped Equity as a special course, 
and more still have eliminated Partnerships 
altogether, telling the student that the mate- 
rial is easily available for him to cover on 


Books .. . Articles 





.. Articles 





his own when he approaches the bar ex- 
amination. 


Now the point has been reached where 
some of the strictly commercial subjects 
have to be eliminated or condensed. One 
approach has been to combine Sales and 
Negotiable Instruments into one course of 
Commercial Law. Professor Latty’s book 
typifies another approach which may prove 
longer lasting. If the Uniform Commercial 
Code is generally enacted, more classroom 
time may well be required to acclimate the 
students (and the professors) to what Pro- 
fessor Williston calls “iconoclastic” concepts. 


Professor Latty’s book has a refreshing 
amount of textual commentary and illus- 
tration interspersed among the cases. The 
inclusion of this expository and illustrative 
material seems desirable on several grounds: 
the student can cover more material in a 
shorter time; business forms and practices 
may be presented so as to give the legal 
principles greater meaning; classroom time 
will still be available for dialectical excur- 
sions. While it is true that more of the 
student’s reading than formerly will thus be 
in secondary sources, there remains quite 
an adequate amount of judiciously selected 
cases for intensive study. 


When Title Passes, a Tax May 
Not Be Far Behind 


When Does Title Pass. Thomas G. Bugan. 
Wm. C. Brown Company, 915 Main Street, 
Dubuque, Iowa. Second edition, 1951. 500 
pages. $6.50. 


The complete title of this book is: When 
does title pass from shipper to consignee 
and who has risk of loss or damage in 
transportation? 


That question the author discusses in a 
great deal of detail with respect to the 
rights and duties of the shipper, carrier and 
consignee. He examines F. O. B. sales in 
terms of point of origin, origin where 
freight charges are deducted by the con- 
signee, origin where freight charges are 
prepaid, origin where an order/notify bill 
of lading is used or where shipment is on 
a C. O. D. basis, origin where the shipper 
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is also the consignee and a straight bill of 
lading is used, and F. O. B. destination. 
He also considers sale or return contracts, 
sale or approval contracts, goods shipped 
on consignment, compliance with the con- 
signee’s routing or shipping instructions, 
the right of stoppage in transit, C. I. F. 
and C & F shipments. 


The book has many good features. The 
author’s style is lucid and systematic. He 
defines many technical terms and supports 
those definitions with quotations from judi- 
cial opinions. The author has carefully nar- 
rowéd his topic and has succeeded in giving 
due attention to the various points of detail 
which might escape the attention of the 
unwary. At the close of each chapter is a 
conclusion setting forth the salient points. 


People who like to read textual discus- 
sions of the law might criticize this book 
on the ground that it ignores important 
commercial-law questions. It is true that 
the author does not consider contracts of 
conditional sale, the purchase of negotiable 
bills of lading or warehouse receipts, trust 
receipts or other financing arrangements, 
and the rights and duties of different par- 
ties arising under such transactions. 


At the same time, however, the book has 
more to offer precisely because it does not 
try to cover too much ground and because 
the author covers thoroughly the topic he 
has set out to discuss. As the law now 
stands, the book is an excellent manual for 
people who must have quick answers to 
problems dealing with mercantile transac- 
tions. It should be helpful to traffic, trans- 
portation, purchasing and sales personnel 
in alerting them to many situations where 
it will be advisable and necessary to con- 
sult legal counsel. And, as the author aptly 
points out, many of the principles discussed 
in the book are applicable to such problems 
as the valuation of inventories for income 
tax purposes and the determination of 
whether there has been a “sale” or whether 
a company has been “doing business” within 
a jurisdiction for purposes of various state 
and local levies. 


Empire State Taxation 


New York State Income and Franchise 
Taxes. Benjamin Harrow. Prentice-Hall, 
Inc., 70 Fifth Avenue, New York 11, New 
York. Second edition, 1951. 778 pages. $12.50. 


The author has compressed in less than 
one thousand pages a very worth-while dis- 
cussion of organization taxes (domestic and 
foreign corporations), franchise-income taxes, 
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bank and financial institution franchise (in- 
come) taxes, the personal income tax and 
the unincorporated income tax in the State 
of New York. This is a revision of the 1941 
book. 


To Make Figures Interesting 


An Accounting Technique for Reporting 
Financial Transactions. R. K. Mautz. Bu- 
reau of Economic and Business Research, 
205 David Kinley Hall, University of Illi- 
nois, Urbana, Illinois. 1951. 91 pages. 

This bulletin (Special Bulletin 7), pub- 
lished by the research department of the 
College of Commerce and Business Admin- 
istration of the University of Illinois, advo- 
cates the development of additional accounting 
reports to present data which is not now 
given adequate emphasis and development 
in accepted accounting statements. 

The author, R. K. Mautz, is associate pro- 
fessor of accountancy at the university. 


An Investigation 
of New England’s Economy 


The New England Economy. Council of 
Economic Advisers’ Committee on the New 
England Economy. Superintendent of Docu- 
ments, United States Government Printing 
Office, Washington 25, D.C. 1951. 205 
pages. 55 cents. 


This report to the President presents a 
very detailed study of the outstanding and 
some of the not-so-outstanding facts and 
figures concerning the state of the New 
England economy. Its authors state as its 
purposes: 

(1) To find out why the business reces- 
sion of 1949 and early 1950 had struck 
certain New England communities and indus- 
tries with particular severity ... 

(2) To recommend policies and actions 
which would correct the difficulties and 
diminish the chances of their occurring 
again. 

(3) To deal both with the problem of 
defense mobilization in New England and 
with requirements for long-range regional 
economic stability and growth. 

However, it goes even deeper than this. 
It discusses the development of the New 
England economy through natural resources, 
population and industry; it relates labor 
costs, raw materials and transportation to 
New England’s “competitive position”; it 
touches upon the “external relations” of 
the New England economy; and it consid- 
ers the problems of particular New England 
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industries, including textiles, shoes, agricul- 
ture, recreation and education. 


The report does not stop at stating the 
problems of the region, but outlines solu- 
tions and suggestions for bettering “the 
interests and activities of the individual 
citizen which in the long run in a democ- 
racy determine the objectives and methods 
of ‘the economy’.” 


ARTICLES 


Who May Grow Old at the Company’s 
Expense . . . As a means to avoidance of 
high surtaxes, prior to 1942 employers were 
allowed to set up retirement plans for 
highly paid executives and key men, where- 
by the company took the deduction in the 
years payments were made under the plan, 
but benefits were not taxed until distribu- 
tion after the covered employee’s retirement. 
Section 165 (a) of the Internal Revenue 
Code tightened requirements for qualified 
pension plans.—Goodfellow, “The Tax Con- 
sequences of Pension Trusts and Employer 
Purchased Annuities to Employee or Bene- 
ficiary,” California Law Review, June, 1951. 


Cash, Bank Deposits, Securities and 
Trusts . . . Popular forms which gifts of 
present interest to minors most often take, 
together with status under gift tax law, are 
under scrutiny by a member of the Michi- 
gan and Illinois: bars who reminds the 
reader that “The ‘present interest’ test 
under the gift tax law and regulations makes 
no distinction between gifts to adults and 
those to minors. All gifts, no matter to 
whom made, must meet the same test of 
immediate and substantial enjoyment in 
order to qualify for an exclusion. Further, 
the nature of the interest of the donee is to 
be determined as of the date of the gift, 
and not at some later time. 


“The burden is on the taxpayer to prove 
that the gift constitutes a present interest 
and qualifies for the exclusfon, and the 
penalties for error are substantial. 
and good faith on the part of the taxpayer 
in believing that a present interest rather 
than a future one is involved, does not 
affect his liability for the penalty.’”’—Fleming, 
“Gifts for the Benefit of Minors,” Michigan 
Law Review, February, 1951. 





When Promissory Notes Were Not In- 
come .. . In 1876 Judge Johnson of New 
York concluded that under the Revenue 
Act of 1870 notes did not constitute income, 
since “income must be taken to mean money, 
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and not the expectation of receiving it, 
or the right to receive it at a future time.” 
Today’s concept of the taxability of income 
from receipt of something other than cash 
is the subject of this recent article-—Bea- 
cham, “Taxable Income from the Receipt 
of Property Other Than Cash,” Mississippi 
Law Journal, May, 1951. 


Corporate Debtors and the Internal Reve- 
nue Code .. . Relief provisions for the 
corporate borrower are explained by a Uni- 
versity of Michigan law professor. Examining 
a number of cases in point, he indicates that 
absence of an approved rule of thumb has re- 
sulted in much uncertainty, even with respect 
to certain frequently recurring situations. 


The writer of this article recommends 
that Congress re-examine such judicial re- 
sults with a view to corrective legislation 
and, at the same time, extend the relief 
provided for corporations in Code Sections 
22 (b) (9) and 133 (b) (3) to individual 
debtors.—Wright, “Realization of Income 
Through Cancellations, and Bargain Pur- 
chases of Indebtedness,” Michigan Law Re- 
view, February, 1951, and March, 1951. 


Meeting Ground, Not Battleground .. . 
The Supreme Court, the Treasury Depart- 
ment, Congress, eminent leaders of the bar, 
and the business world in general have 
recognized the role of the competent cer- 
tified public accountant and the competent 
lawyer in tax practice. A writer states: 


“Obviously, so long as there continues 
an insufficiency of lawyers trained and com- 
petent in income taxation, certified public 
accountants, out of habit and necessity, and 
in the desire to serve their clients as best 
they can, will continue to deal with aspects 
of income tax matters in which the clients 
could profit by competent legal advice.” 


Since he is both an attorney and a CPA, 
he takes a square view of the problem, 
noting the steps along the way which have 
been taken by professional organizations in 
the interest of “interprofessional harmony 
and cooperation.” His article is one from 
a symposium on the interrelationship of 
law and accounting, published in a mid- 
western law-school publication. — Austin, 
“Relations Between Lawyers and Certified 
Public Accountants in Income Tax Prac- 
tice,” Iowa Law Review, Winter, 1951. 


Tennessee’s Tax Commissioner Draws a 
Comparison .. . A state official examines 
the relationship between federal and state 
taxation. He characterizes the federal cor- 
porate income-state excise tax aspect as one 
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of the most interesting of the federal state 
relations. He emphasizes the fundamental 
differences between the two types of taxa- 
tion in one portion of his comprehensive 
article—Evans, “The Relation of Federal 
and State Taxation,” Tennessee Law Review, 
June, 1951. 


Growth of Lobbying . . . The organized 
economic bloc—long a factor in the Ameri- 
can legislative process, lately a most impor- 
tant factor—is the subject of this discussion. 
A Utah law professor weighs advantages and 
disadvantages of the existence of such pres- 
sure groups.—Dykstra, “The Impact of Pres- 
sure Groups on the Legislative Process,” 
Washington University Law Quarterly, June, 
1951. 


Patent Right’s Position in American 
Economy ... In this comprehensive article the 
patent right is studied as to its history in the 
United States and in comparison with the 
patent right in other countries. Also dis- 
cussed is cross-licensing by corporations 
with regard to patent rights——Drews, “The 
Patent Right in the National Economy of the 
United States,” Journal of the Patent Office 
Society, March, April, May and June, 1951. 


For Services Rendered . . . What of the 
reimbursement of creditors committees, and 
the attorneys and agents representing them, 


under Chapter XI of the Bankruptcy Act? 
The author notes that “surprisingly little 


has been written about . . . [this] phase of 
the act which is of more than academic 
interest.”—Reich, “Reimbursement of Cred- 
tors Committees Under Chapter XI,” Com- 
mercial Law Journal, May, 1951. 


Speak Softly, Congressmen . . . Congres- 
sional speech has enjoyed a peculiar immu- 
nity ever since the days of Jefferson, Wyo- 
ming’s Senator Lester Hunt would now 
seek to limit abuses of this immunity.— 
Yankwich, “The Immunity of Congressional 
Speech—Its Origin, Meaning and Scope,” 
University of Pennsylvania Law Review, May, 
1951. 


Commercial Code—Conflict Problems... 
This article by a professor of comparative 
law treats of the conflict of laws which will 
arise during the time when the code will be 
effective in some states, but not in all.— 
Rheinstein, “Conflict of Laws in the Uni- 
form Commercial Code,” Law and Contem- 
porary Problems, Winter, 1951. 


“The King Can Do No Wrong” .. . 
A law school dean considers the application 
of this federal-and-state immunity maxim 
to members of municipal legislative bodies. 


—Evans, “Personal Responsibility of Members 
of Municipal Legislative Bodies,” Washing- 
ton University Law Quarterly, April, 1951. 


Leftover Oil . . . Answerability of sec- 
ondary recoverers to other persons having 
a legal interest in petroliferous deposits, as 
to diligent exploration, development, opera- 
tion and protection of such deposits is dis- 
cussed by the author. He suggests that 
secondary-recovery operations will open a 
new professional field for the direction of 
voluntary associations of royalty owners, 
with considerable activity directed to implied- 
covenant interpretations.—Merrill, “Implied 
Covenants and Secondary Recovery,” Okla- 
homa Law Review, May, 1951. 


Task for Draftsmen of Uniform Commer- 
cial Code . .. A Yale law professor 
traces the history of the seven-paragraph 
amendment to Section 60 of the Bankruptcy 
Act which became Public Law 461 last year. 
He indicates the need for correlating revi- 
sion either of the Code or the new Section 
60 and observes that in view of the three- 
session tussle which produced the amendment 
in 1950, Congress will leave the “burden of 
accommodation” to the draftsmen of the 
code.—Countrymen, “The Secured Transac- 
tions Article of the Commercial Code and 
Section 60 of the Bankruptcy Act,” Law and 
Contemporary Problems, Winter, 1951. 


Synthetic Prosperity: Disguised Inflation 
. . « Effective inflation-control policies are 
outlined by an author who decries the delib- 
erate policy of government-made prosperity, 
launched when those in charge “apparently 
decided that the fundamental law of supply 
and demand was too slow in functioning.” — 
Shelton, “Policies for Effective Inflation Con- 
trol,” Trusts and Estates, February, 1951. 


“Meeting Competition” and “Matching 
Prices” . . . The FTC’s Chief Economist 
declares that “the two types of behavior 
are sharply different, so that it is hard to 
see how a businessman could inadvertently 
engage in one while thinking that he is en- 
gaged in the other.”—-Edwards, “Doing 
Business Under the Present Law About 
Delivered Prices,” Louisiana Law Review, 
March, 1951. 


New Popularity for Old Legal Device 
. . « One of the oldest devices in commer- 
cial financing, according to the writer, is the 
“future advances” clause. Recently, there 
has been extensive experimentation with 
this device in the interests of securing the 
lender.—Schimberg, “Future Advances Clause 
in Chattel Mortgages,” Commercial Law 
Journal, February, 1951. 
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Federal Taxes 


INCOME 


Support contributions exceed his funds— 
no credits.—Facts: On his 1947 income tax 
return the taxpayer claimed credits against 
net income for his parents and a niece who 
lived with them. He had no records show- 
ing the aggregate of the money he sent to 
his parents, no knowledge of whether his 
niece’s parents contributed to her support, 
and no knowledge of whether any of the 
other five children in the family contributed 
to the support of their parents. Furthermore, 
his parents and niece did not receive over 
half of their support from him in 1947, In 
addition his estimate of his expenditures for 
his family far exceeds his total income, and 
if to this is added his estimate of $1,800 
sent to his parents and niece for their sup- 
port, there is a total expenditure of more 
than $6,000 for the year, out of a total 
income of a little over $3,600. The Com- 
missioner therefore determined a deficiency 
in income tax for 1947 in the amount of 
$285. Should the Commissioner have so 
determined? 


Decision: Without information as to the 
cost of supporting his parents and niece, 
the contributions, if any, by the other chil- 
dren, and by the parents of his niece and as 
to how much he himself contributed to 
their support, the taxpayer failed to estab- 
lish that his niece and parents were depend- 
ents under the Internal Revenue Code.— 


Mack, CCH Dec. 18,478(M) (10 TCM 721). 


Sales of demonstrator cars constitute 
ordinary income.—Facts: In his 1944 and 
1945 income tax returns the taxpayer, a 
new and used car dealer (a corporation), 
deducted over $3,700 depreciation on “serv- 
ice cars”. In its 1945 return it also reported 
a long-term capital gain of over $14,000 
on the sale of these automobiles. Under 
a “Demonstration Agreement” these auto- 
mobiles were used by the dealer for demon- 
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stration purposes only until a new model 
was placed on the market. During the years 
in question the taxpayer also used some of 
these automobiles in the sale and service 
of household appliances, for transportation 
of employees and in the purchase of used 
cars and parts. The Commissioner disal- 
lowed the deductions claimed for deprecia- 
tion in both years and further determined 
that the sale of these automobiles in 1945 
resulted in ordinary income, not a capital 
gain. The taxpayer contends that the cars, 
having been removed from the new car 
account and placed in the “Company Cars” 
account, and thereafter having been assigned 
to particular persons or departments for 
use, constitute property used in its trade 
or business and thus are subject to depre- 
ciation and capital gains allowances. 


Decision: Since the evidence indicated 
that in a normal year it is the intention 
of the taxpayer to sell to customers the 
automobiles received new, whether they 
are sold from the new car inventory or 
whether they become available for sale after 
temporary use as a demonstrator or “Com- 
pany Car,” it follows that the gain from the 
sale of these automobiles is ordinary gain.— 
Stephens, CCH Dec. 18,470(M) (10 TCM 
688). 


Wife’s capital and services contribution 
constitutes a partnership.—Facts: In 1925 
the taxpayer started a business with funds 
furnished by his wife. The business was 
incorporated in 1930 by exchanging the 
assets of the old business for all of the 
capital stock of the new corporation. Of 
the 50 shares issued, the taxpayer’s wife 
received 48. In 1942, however, the corpora- 
tion was dissolved by operation of law, and 
the taxpayer’s wife, being the beneficial 
owner of all the corporate stock, became the 
owner of all the corporate assets. From 
1925 to 1942 the taxpayer’s wife had rendered 
important services to the business. Shortly 
after dissolution of the corporation (in 1943) 
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the taxpayer and his wife entered into an 
oral partnership agreement under which the 
wife contributed the net assets of the former 
corporation and the taxpayer agreed to 
supervise and manage the business. Due 
to a heart attack in 1943 the wife, however, 
was able to render little in the way of ser- 
vices. It was agreed that the taxpayer and 
his wife would be equal partners. In their 
estimated income tax declarations for 1943, 
the taxpayer and his wife each declared on 
the basis of one half of the estimated 
profits of the business. Payments under 
these declarations were made by checks 
drawn on the business and those checks 
were charged to both the taxpayer and his 
wife as withdrawals. The Commissioner 
determined that the taxpayer was the sole 
owner of the business and taxed him on all 
the net income from the business. Should 
the taxpayer have been so taxed on the 
entire income of the business? 


Decision: Since the taxpayer’s wife fur- 
nished the capital under which the partner- 
ship operated and had further rendered 
important services to the business until 1943 
when she was no longer able to, the court 
held that a genuine and real partnership 
existed between the taxpayer and his wife 
during the taxable vears and that the tax- 
payer should not have been taxed on the 
entire income of the business.—Klefeker, 
CCH Dec. 18,464(M) (10 TCM 677). 


Losses—sale of residence.—Facis: During 
the period 1914-1919 the decedent acquired 
a dwelling to be used as a residence for 
her daughter and son-in-law. In lieu of 
rent the son-in-law agreed to furnish any 
legal or financial advice his mother-in-law 
(the decedent) might require. From 1914 to 
1931 the couple occupied the property, and 
the son-in-law handled most of the dece- 
dent’s legal affairs and advised her with 
regard to her investments in accordance 
with the agreement. Upon vacating the 
property in 1931 the couple had no. interest 
in the property, and the decedent never 
occupied the property as a residence. The 
house was immediately listed for rent or 
for sale with various real estate agencies 
and remained so listed until it was finally 
sold in 1945 at a loss to the decedent. 


Decision: Although the decedent’s primary 
motive in acquiring the property was to 
obtain a home for her daughter and son-in- 
law to use following their marriage, the 
decedent’s attempts to rent or sell and to 
have the property rezoned for commercial 
purposes indicate it was appropriated to 
business purposes, and the loss sustained 


on its sale in 1945 is deductible under 
section 23 (e) (2) of the Internal Revenue 
Code.—Estate of Heine, CCH Dec. 18,483 
(M) (10 TCM 738). 


Deductions—rentals based on _profits.— 
Facts: The taxpayer, the sole proprietor 
of a manufacturing company, paid his wife 
a fixed rental of $200 per month for the 
use of certain assets which she had con- 
tributed to the business on June 30, 1938. 
From June 30, 1938, until January 1, 1942, 
he felt that this was the maximum rental 
he could afford. By May, 1942, the business 
was prospering and the taxpayer felt that 
his wife should receive more rental for the 
use of her property. He, therefore, entered 
into a written rental agreement with his 
wife providing for a rental equal to 45 per 
cent of the net earnings of the sole pro- 
prietorship, and effective as of January l, 
1942. For the taxable years 1942 and 1943 
he took deductions in the amounts of 
$24,938.34 and $30,406.74 as rent paid his 
wife. The Commissioner, however, deter- 
mined that the deductions were reasonable 
to the extent of $2,400 and $1,000 for the 
respective years, and the amount in excess 
was a gift. Was the taxpayer entitled 
to deduct increased rentals, based upon net 
profits, on property owned by his wife? 


Decision: There is no evidence of the 
wife’s dissatisfaction with the previous me- 
thod of computing rent or that she at any 
time complained that $200 per month was 
inadequate. Furthermore, the taxpayer tes- 
tified that the increased rental resulted from 
his unilateral determination rather than an 
arm’s length agreement. The Court held, 
therefore, that since neither the sums paid 
nor some other sum in excess of $200 per 
month was shown reasonable, the taxpayer 
was not entitled to deduct the increased 
rentals —Place, CCH Dec. 18,460 (17 TC 
—, No. 23). : 


“Away from home” traveling expenses.— 
Facts: The taxpayer, a local agent for an 
insurance company, listed several expenses 
of travel “while away from home” as de- 
ductible when filing his income tax return 
for 1945. These expenses included gas and 
oil, repairs to auto, tires, bus fares and 
meals. He was employed on a commission 
basis and was not reimbursed for any ex- 
penses incurred. The Collector of Internal 
Revenue disallowed the deductions for meals 
and also the other expenses when taken as 
deductions under Section 22(n)(2) of the 
Code; however, the automobile and other 
transportation expenses were allowed under 
Section 23(a) of the Code. As it was ad- 
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vantageous to the taxpayer to allow the 
itemized deductions, the optional standard 
deduction of $500 he claimed was also 
disallowed. The taxpayer was required 
therefore to pay a deficiency assessment plus 
interest. Upon the disallowance of his claim 
for a refund in 1948, he filed this action. 


Decision: Since the expense for meals 
was not incidental to nor connected with 
business purposes, nor was it actually a travel 
expense, it was properly disallowed. Fur- 
thermore, since it appears that some portion 
of the disallowance of the other expenses 
was proper and the taxpayer has failed to 
establish what portion was improper, what 
sums were properly deductible could not 
be determined. Thus there was no basis 
upon which the Court could award the tax- 
payer a refund.—Summerour v. Collector of 
Internal Revenue, 51-2 ustc J 9426 (DC Ga.). 


Annuity payments out of income from in- 
herited property.—Facts: The taxpayer in- 
herited a business and certain business and 
residential property from his father. The 
decedent also gave his wife an annuity of 


$100 per month for life, which was charged. 


against the real estate inherited by the 
son. The taxpayer continued to operate 
the business and used the real estate, other 
than the residence property, as it had been 
in the lifetime of his father. The widow 
during the years in question ‘received from 
the decedent’s son (her stepson) the annuity 
payments as provided in the will. In the 
1942—1943—1944 income tax returns filed 
jointly by the taxpayer and his wife, they 
returned as rent for the business properties 
$1,200 each year, deducted this amount as 
a business expense and then deducted the 
$1,200 yearly annuity paid to the widow. 
The Collector disallowed this deduction and 
added the sum of $1,200 to the net taxable 
income as reported by the taxpayers re- 
sulting in the assessmenteof additional tax 
for the years 1943 and 1944. It is this 
additional assessment plus interest which 
the taxpayers seek to recover. 


Decision: The device of the taxpayer in 
setting up the fair rental value of this busi- 
ness property as income is wholly fictitious. 
He could not therefore by charging himself 
with $1,200 annual rental for the business 
property, create income from such property 
for payment of the annuity, so as to make 
the annuity taxable to the widow and deduct- 
ible by the taxpayer—Harper v. Collector of 
Internal Revenue, 51-2 ustc J 9424 (DC Pa.). 


Involuntary conversion losses and gains. 
—Facts: In 1944 the City of New York 
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was authorized to condemn certain real 
property for the construction of a public 
housing project. The taxpayer’s plant was 
situated within the area condemned and ac- 
quired by the City. In 1945 the taxpayer 
received two checks from the City of almost 
$118,000 (plus interest) for its land and 
$55,000 (plus interest) for improvements. 
The taxpayer filed a refund claim in 1946 
for an overpayment of its excess profits 
tax for the taxable year 1944—it computed 
its net loss from involuntary conversion of 
its land at over $23,000. The Commissioner 
held, however, that the taxpayer realized 
neither a taxable gain nor a deductible loss 
from the condemnation of its property; 
accordingly, he disallowed its claim. 


Decision: If the condemned property or 
properties were treated as one and the con- 
demnation were treated as a single trans- 
action for the purpose of computing gain, 
all of the gain realized by the taxpayer 
would be recognized. However, since the 
Commissioner has raised no such issue in 
his pleadings, the net result of such dis- 
position of the case would be that the tax- 
payer would still be allowed the benefits of 
section 112 (f) of the Code as to the gain 
realized on condemnation of the fixtures on 
one parcel, treated as a separate property 
and as a separate transaction, except so 
much as would be necessary to absorb or 
eliminate the claimed deductible loss. The 
claim of the taxpayer was therefore sus- 
tained —Horowitz, CCH Dec. 18,472(M) 
(10 TCM 698). 


Capital gains and losses—breeding cattle. 
—Facts: The taxpayer, the owner of a dairy 
and breeding herd of pure bred Guernsey 
cattle, sold some animals in 1946 some of 
which were purchased animals and some 
were animals raised on his farm. The 
cattle raised by the taxpayer, which were 
not sold until they were more than 24 months 
old, and all of the cattle purchased by him, 
held for more than six months and incor- 
porated into his herd were held by him 
primarily for breeding and milk-producing 
purposes. The raised cattle, aged 24 months 
and less, which were sold by him during the 
taxable year, were held primarily for sale 
to customers in the ordinary course of 
business. Are the proceeds from the sale 
of his cattle subject to capital gains or 
ordinary income treatment? 


Decision: The proceeds from the sale of 
animals purchased by the taxpayer primarily 
for breeding and milk-producing purposes 
and of those animals raised by him over 
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24 months of age when sold are taxable 
at capital gains rates; however, the proceeds 
from the remainder of the raised cattle 
sold in 1946 is ordinary income.—McDonald, 
CCH Dec. 18,462 (17 TC—, No. 25). 


Minor’s income not taxable to father.— 
Facts: In 1939, when the son was about 10 
years old, his father started him in the 
cattle business in a small way by giving 
him a cow and a calf. The proceeds from 
sales of natural increases in the herd and 
from profitable sales of cattle and grain 
purchased with loans guaranteed by the 
father had been used to finance the son’s 
ranching operations. Separate books had 
been kept for the son, and there had been 
no commingling of his ranching business 
with that of the father. However, the 
beneficial ownership of the property, and 
the unconditional right to receive the income 
were at all times in the son. The Tax 
Court reached the conclusion that the 
father, not the son, really “earned” the 
income in question. 


Decision: Although the father vicariously 
managed the property for his son, the son 
was the owner of the property and was 
unconditionally entitled to receive and enjoy 
the income therefrom—hence, the son, not 
the father, is taxable therefor—Alexander 


v. Collector of Internal Revenue, 51-2 ustc 
7 9418 (CA-5). 


Losses on sales of stock.—Facts: The 
taxpayers, husband and wife and owners of 
all of the stock in a corporation, sold to or 
exchanged with that corporation certain 
securities, resulting in gains as to some of 
the securities sold and losses as to others. 
They argued that the securities which they 
sold or exchanged with the corporation, 
consisting of thirteen blocks of common 
stock in various corporations, constituted a 
single asset and were taxable, therefore, only 
on the net gain realized. 


Decision: Where there is a transaction 
involving the sale or exchange of various 
securities between a corporation and indi- 
vidual or individuals owning more than 
50 per cent of its stock, the court held that 
the securities are to be considered as sepa- 
rately sold or exchanged, and losses on some 
of such securities may not be deducted 
though there was a taxable gain as to other 
securities sold or exchanged in the trans- 
action—ZIngold, CCH Dec. 18,466(M) (10 
TCM 680). 


Repayment of compensation.—Facts: The 
taxpayers, officers of a Missouri contracting 


company, were disallowed certain portions 
of their 1941 salaries in connection with 
the company’s income and excess profits 
tax liability for that year. In the year 1943 
the Treasury Department notified the com- 
pany of this disallowance, which amounted 
to $10,000 in excessive salaries for the two 
company officers in 1941. This action was 
brought therefore to recover the individual 
income taxes paid by the taxpayers in 1944 
on the disallowed portions of their 1941 salaries. 


Decision: The taxpayers were entitled to 
refunds for 1944 based upon exclusion 
from that year’s income of repayments they 
were required under Missouri law to make 
to their corporate employer by reason of 
the excessive portions of their 1941 salaries, 
disallowed in 1943.—Appel et al. v. U. S. 
51-2 ustc § 9420 (DC Mo.). 


Loss on resort property sale is ordinary 
not capital—Facis: The taxpayer sold at a 
loss certain island resort property. As a real 
estate dealer, the taxpayer had surveyed the 
property, made improvements thereon and 
made efforts to rent the property or to 
otherwise arrange for the operation of the 
resort. In filing his individual income tax 
return for the year 1946, he reported a long 
term capital loss on the sale of that property. 
In 1947 however he filed his claim for a 
partial refund of the amount reported in 
1946 upon the ground that the loss sustained 
by him on the sale was an ordinary loss 
rather than a long term capital loss. Upon 
the disallowance of his claim, he took this 
action to recover the individual income taxes 
collected from him for 1946. 


Decision: Although the improvements on 
the island were of a character which were 
subject to the depreciation allowance, the 
taxpayer’s loss was an ordinary loss because 
the real estate was used in his trade or 
business and wasenot a capital asset.—Burk- 


itt v. U. S., 51-2 ustc § 9428 (DC Ore). 


Executor can be compelled to sign joint 
return.—Facts: The decedent named as 
the co-executrices of his will his daughter 
by his first wife and a friend who claims 
to be his second wife. The friend, in 
her capacity as co-executrix, refused to 
sign the 1949 and 1950 income tax returns 
for the sole reason that the 1949 return was 
made out in the joint names of the decedent 
and his first wife, and the 1950 return sets 
forth the name of his first wife as the tax- 
payer’s wife. The daughter, as co-executrix, 
therefore requested that the other execu- 
trix be directed to join in the execution of a 
joint return on behalf of the decedent, in 
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order that the estate might gain the benefits 
of the income-splitting provisions of the In- 
ternal Revenue Code. 

Decision: The refusal of the co-executrix 
to execute such a joint return was found 
to be “unreasonable and arbitrary,” and 
she was therefore directed to join in the 
execution of the return—Estate of Floyd, 
51-2 ustc $9415 (Orphans’ Ct., Delaware 
County). 

GIFT 


Gift tax—exclusions.—Facts: The tax- 
payer created a trust for the benefit of her 
six children. The property transferred to 
the trustees was set apart for the primary 
benefit of each child as a separate trust 
for each. The trustees were directed to pay 
over net income to each beneficiary for life 
and in addition such sum or sums from 
principal as the corporate trustee in its 
uncontrolled discretion determined shall be 
necessary for the education, comfort and 
support of the beneficiary or the spouse or 
children of such beneficiary. In the years 
1945 and 1946 the taxpayer claimed exclu- 


sions from the gifts made to her children. 


totaling about $30,000 in her gift tax re- 
turns. May she (the taxpayer) claim ex- 
clusions with respect to the gifts made of 
the right to receive income from the prop- 
erty transferred? 


Decision: Since the corpus of each trust 
was exhaustible by the trustee in its uncon- 
trolled discretion, the present interests here 
were incapable of valuation, and therefore 
the exclusions claimed by the taxpayer 
should be disallowed.—Evans, CCH Dec. 
18,461 (17 TC—, No. 24). 


TRANSPORTATION OF PROPERTY 


Tax on transportation of property. — 
Facts: The taxpayer, a Mississippi manu- 
facturing corporation, is suing for the re- 
covery of a 3 per cent tax paid by it for 
the loading and movement of wood from 
the reserve supply to its factory, a distance 
of 1,100 feet and all on the premises of the 
taxpayer. The tax was payable on payments 
made to private contract carriers for the 
use of their trucks and labor in moving 
the wood and is a regular part of the per- 
manent manufacturing business in which 
the taxpayer is engaged. 


Decision: Since the payment is made to 
a private contract carrier, the 3 per cent 
tax was properly collected and the taxpayer 
is not entitled to recover—Masonite v. Col- 
lector of Internal Revenue, 51-2 ustc 9422 
(DC Miss.). 


Interpretations 





State Taxes 


INHERITANCE 


Insurance exemptions not applicable to 
annuity payments in California.—Facts: The 
decedent obtained a “Retirement Income Bond” 
which provided for a monthly income payment 
to her commencing at age 65. Annual prem- 
iums were paid from that date until the matur- 
ity date, when the decedent became 65 and 
began to draw the monthly payments. 
Shortly thereafter the decedent died and the 
insurance company paid to her named bene- 
ficiary the proceeds of the bond which the 
inheritance tax appraiser included among 
the property subject to an inheritance tax. 
The taxpayer contends that since the In- 
surance Code provides that “Life insurance 
includes insurance upon the lives of persons 
or appertaining thereto, and the granting, 
purchasing, or disposing of annuities,” the 
term “insurance” should therefore be so 
construed as to include annuities—conse- 
quently, putting them within the scope of 
the insurance exemption. 


Decision: In a life insurance policy pay- 
ment must be made upon the assured’s 
death, in an annuity contract payment is 
made as long as the assured may live. To 
have insurance, there must be both a risk 
and a distribution of it. But, in an annuity, 
the company’s obligation is not to indemnify 
on the happening of a contingent event 
causing loss. The only risk, aside from the 
possibility that the annuitant may outlive 
his expectancy, is an investment risk. The 
annuity contract therefore is not an insur- 
ance policy. Furthermore, the Insurance 
Code classification of annuities as a form 
of insurance is not binding when construing 
the Revenue and Taxation Code since the 
Insurance Code is primarily a regulatory 
and licensing statute whereas the Revenue 
and Taxation Code is a revenue statute. 
The tax appraiser, consequently, properly 
included the proceeds of the bond among 
the property subject to an inheritance tax. 
—Estate of Barr, CCH INHERITANCE ESTATE 
ANp Girt Tax REporTs { 17,443 (DC Calif.). 


United States savings bonds taxable as 
joint property.—Facts: The decedent had 
purchased United States savings bonds and 
put them in his name and his wife’s name 
as co-owners. The decedent and his wife 
had been husband and wife for about 60 
years and together they accumulated prop- 
erty. Money earned from the decedent’s 
business was used to purchase real estate 
and later the real property was sold and the 
proceeds invested in the bonds. According 
to a provision in the Montana inheritance 
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tax law, “An estate by the entireties is 
defined as an estate held by husband and 
wife, by virtue of title acquired by them 
jointly after marriage.” On the basis of 
this provision the lower court held that 
the decedent and his wife held the bonds 
as tenants by the entirety and that, there- 
fore, but one-half of the value of these bonds 
was subject to tax. From that determination 
the state has appealed. 


Decision: Government bonds can never 
be held in tenancy by the entirety because 
either co-tenant may sell government bonds 
upon surrender of the bond and receive 
the full accrued value, thereby severing 
the tenancy. Under a tenancy by the en- 
tirety, however, neither of the co-tenants 
can terminate the tenancy or sever the 
estate. The trial court was therefore found 
to have erred in holding that the bonds held 
by the decedent and his wife were held by 
them as tenants by the entirety —Estate of 
Marsh, CCH INHERITANCE ESTATE AND GIFT 
Tax Reports § 17,434 (Mont. S. Ct.). 


In Tennessee the full value of property 
held by the decedent and his wife as tenants 
by the entireties was also held subject to 
the inheritance tax, but by virtue of the 
decedent having paid the entire purchase 
price of that property. Thus, where the 
decedent and his wife had acquired the 
property through the joint labor of each in 
the preceding case, in this case the decedent 
paid for the property wholly out of his own 
funds, the surviving wife having paid noth- 
ing. Should the executor of the estate in 


this case be allowed to recover one-half 


of the tax paid? 


Decision: Since the decedent paid for the 
entire property and was therefore the owner, 
the inheritance tax was rightfully levied on 
the total value of the property—Murfreesboro 
Bank and Trust Company v. Evans, CCH IN- 
HERITANCE ESTATE AND GIFT TAx REPpORTs 
1 17,437 (Tenn. S. Ct.). 


ESTATE 


Apportionment of estate taxes in Penn- 
sylvania—insurance proceeds.—Facts: The 
testator directed in his will that he wanted 
“all inheritance, transfer or estate taxes, 
whether the same be levied by the Federal 
Government” or any state to be paid out 
of his estate. Included in his estate were 
life insurance policies payable to his two 
daughters. Under the 1937 Tax Appor- 
tionment Act provision is made for the 
apportionment of the estate taxes among 
the “persons interested” and for the assess- 
ment of the tax on those persons. However, 
the Act by its express terms excludes all 


cases where the testator otherwise directs 
by his will how the tax shall be paid. Is 
the Act, therefore, applicable to this case? 


Decision: Since the testator by his will 
has indicated the manner in which the fed- 
eral estate taxes are to be paid, that is, out 
of his estate without liability upon his two 
daughters to personally pay the tax on the 
proceeds of the insurance policies, the 1937 
Tax Apportionment Act is not applicable 
to this case.—Estate of York, CCH INHERI- 
TANCE ESTATE AND Girr TAx REports { 17,442 
(Orphans’ Ct., Lehigh County). 


In a somewhat similar case in New York 
the testator provided that the legatees under 
his will should be exculpated from the bur- 
den of transfer and inheritance taxes “so 
that the legatees shall severally receive 
the full amount bequeathed to them.” No 
mention is made of persons receiving prop- 
erty apart from the will. Is apportionment 
under the 1937 Tax Apportionment Act 
required in this case? 


Decision: In the absence of a clearly ex- 
pressed intention to vary the statutory rule 
of apportionment as to non-testamentary 
property, the court held that apportionment 
is required. The court likewise found that 
recipients of life insurance proceeds were 
liable for their apportionment share of the 
estate taxes.—Estate of Leonard, CCH In- 
HERITANCE ESTATE AND GIFT TAx REPORTS 
§ 17,441 (Sur. Ct., Kings County). 


SALES AND USE 

Tennessee taxation on diaper rentals.— 
Facts: The taxpayer, a woman, is in the 
laundry business. The business includes the 
furnishing to customers of diapers belong- 
ing to her, which are to be returned, and 
for which she makes a charge according to 
a fixed schedule; she likewise launders 
diapers which belong to her customers, 
charging again according to a fixed schedule. 
As the total charge made when she furnishes 
the diapers is only 14 cents more than the 
total charge made when the diapers belong 
to the customer, she insists that all she 
charges for the rent of diapers belonging 
to her is this 14 cents, and that the rest of 
her charge in each instance is for service 
rendered in having them clean when fur- 
nished. Since there is no sales tax on a 
rental transaction amounting to less than 15 
cents she insists that she owes no tax for 
furnishing clean diapers to her customers. 


Decision: Those transactions under which 
she furnished the diapers to her customers 
are rental transactions—transactions which 
are taxable under the sales tax law.—Saverio 
v. Evans, 2 stc J 250-144 (Tenn. S. Ct.). 
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Canadian Tax Letter 





Not ‘‘Doing Business” in Canada 


Double taxation treaty’s nonresident 
provisions construed. 


The taxpayer, a manufacturer of abrasive 
and dust collecting equipment, has its fac- 
tory and executive offices in the State of 
Indiana. In 1946 it engaged a sales repre- 
sentative in Toronto whose duties included 
interviewing prospective customers, prepar- 
ing rough sketches of the prospective cus- 
tomer’s foundry cleaning room and making 
suggestions as to the kind and type of 
equipment which might be installed in it 
by the company. Furthermore, the sales 


representative had no authority to quote - 


prices to prospective customers nor to con- 
tract with them on behalf of the company. 
He was paid a salary plus commissions. 


Neither the sales representative nor the 
company maintained an office in Canada. 
The sales representative used a room in his 
own house to store records and supplies 
and to prepare his preliminary reports. The 
company was listed in the Toronto tele- 
phone directory and the telephone was an- 
swered by a service known as Telephone 
Answering Service Limited. All mail ad- 
dressed to the sales representative or the 
company was also sent to this service com- 
pany and was then passed on to the sales 
representative. The expenses in connection 
with the services performed by this service 
company were paid personally by the sales 
representative. ‘ 

In addition to the services of the sales 
representative, the taxpayer engaged the 
services of a service man to supervise the 
installation of equipment sold to Canadian 
customers. He was paid on a straight salary 
basis and had no authority to accept orders 
for or to contract on behalf of the company. 
The only other employee of the taxpayer 
in Canada, an assistant (sales engineer) to 
the sales representative, likewise had no 
authority to accept orders for or to contract 
on behalf of the company. 

All of the work done in Canada by the 
company in territory outside that assigned 
to this sales representative and the two 
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.operative to raise money. 








other employees was supervised and carried 
out by employees of the company resident 
in the United States and sent into Canada 
from time to time to supervise the instal- 
lation of the company’s products. 


This is an appeal by the company against 
its income tax assessments for the years 
1946, 1947 and 1948. It contends that it 
was not liable to pay income tax in Canada 
by reason of the provisions of the Conven- 
tion and Protocol between Canada and the 
United States of America for the Avoidance 
of Double Taxation. 

The Income Tax Appeal Board found 
that the company was not resident in 
Canada on the basis of Paragraph (f), Sec- 
tion 3, Chapter 21 of the Protocol to the 
Convention which states in part that “The 
fact that an enterprise of one of the con- 
tracting States has business dealings in the 
other contracting State through a commis- 
sion agent, broker or other independent 
agent or maintains therein an office used 
solely for the purchase of merchandise shall 
not be held to mean that such enterprise 
has a permanent establishment in the latter 
State.” Consequently, the company’s appeal 
against its income tax assessments for the 
years 1946, 1947 and 1948 was allowed 
by the court.— American Wheelabrator & 
Equipment Corporation v. Minister of Na- 
tional Revenue, 51 DTC 1-270. 


‘Preferred’ in Name Only 


Quebec co-op’s ‘preferred shares” 
yield interest—not dividends. 


“Preferred shares” which bore interest 
were issued by a Quebec agricultural co- 
The Minister 
regarded the “shares” as investments and 
the interest as dividends; however, the 
taxpayer claimed that the interest on these 
“shares” constituted interest on money bor- 
rowed to earn income and was therefore 
deductible. 

Upon appeal to the Income Tax Appeal 
Board the Minister’s finding was reversed. 
The Board noted that there is a difference 
between dividends paid to stockholders of 
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a joint stock company and the amounts 
paid to holders of the co-operative’s “pre- 
ferred shares.” Where dividends were 
based upon profits in the first case, the 
amounts paid in the latter case were not 
from the distribution of profit and were 
furthermore payable whether or not a profit 
was made. As they did not confer on their 
holders any preference, these co-operative 
“shares” were “preferred” in name only. 
Consequently the amounts paid were con- 
sidered interest and were deductible as an 
operating expense.—La Société Cooperative 
Agricole du Comté de Chateauguay v. Minister 
of National Revenue, 51 DTC J 1-266. 


Rental-Plus Payments 


Excess ‘‘above-rental’’ payments 
toward purchase of assets not taxable. 


At the time certain theaters were leased 
to the taxpayer, negotiations for the sale of 
movables by the lessor were entered into 
but not completed. The taxpayer made 
payments in excess of the rental and this 
excess was recorded in the lessor’s books 
as payment in respect of the movables. The 
Minister found the total amount paid to be 
taxable income. 


Upon appeal of the case, the Income Tax 
Appeal Board held that the payments made 
in excess of the rental were payments to- 
ward the purchase of the movables. Since 
no evidence was available to show that that 
excess amount was not in fact a part of the 
purchase price of the movables, the pay- 
ments over and above the rental were found 
not to be taxable. —Gregory Theatres v. 
Minister of National Revenue, 51 DTC f 1-265. 


Husband's First Duty to Wife 
Full exemption granted estranged 
wife for support of child. 
A wife, separated and living apart from 


her husband, claimed full exemption for 
the support of a child whom she allegedly 


supported. During the taxation year the 
husband had sent the wife money totalling 
$240. The wife’s exemption was reduced 
to that of a single person by the Minister 
on the grounds that the child was not 
wholly dependent on his mother as a result 
of the husband’s contributions. 

The husband’s payments were not made 
pursuant to any order or judgment nor was 
there an agreement as to the support of 
the child between the husband and wife. 
Since a husband’s first duty is to his wife, 
the payments must therefore be considered 
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to be for the wife’s support. Consequently, 
the Board allowed the wife’s claim.—No. 18 v, 
Minister of National Revenue,51 DTC J 1-264. 


‘One-Time Gamble”’ Profit 


Where earning income is purpose, 
profits are taxable. 


The taxpayer, a salaried theatre manager, 
undertook, with the financial assistance of 
two friends, to manage a Canadian tour of 
a British entertainer and his company. As 
a result, his share of the profits was as- 
sessed by the Minister as income. Terming 
the tour as “a one-time gamble,” he claimed 
that the profits were capital gains—his 
reasoning: If he had made a loss on the 
tour, this loss could not have been charged 
against the other income which he received 
by way of salary, and therefore he felt that 
any profit received by him as a result of the 
tour should not be taxed as income. 


As the taxpayer entered into the trans- 
action for the purpose of realizing income 
and since the managing of the tour bore a 
close relationship to the work he was nor- 
mally engaged in, the Income Tax Appeal 
Board held that the profit was income.— 
No. 23 v. Minister of National Revenue, 51 
DTC 1-275. 


Interest on Loan Not Deductible 


Borrowed money must be used 
by business to earn income. 


The president of a company engaged in 
the business of managing real estate loaned 
money to the company. The only evidence 
given as to what the borrowed money was 
used for was that the amount was applied 
in payments on account of various proper- 
ties and general expenses. The company 
claimed as deductible expenses the interest 
on this loan and also the unpaid salaries to 
two of its officers. However, the Minister 
disallowed. both. 


The Income Tax Appeal Board held that 
the company failed in its onus to prove 
that the borrowed money was used to earn 
income for the company; furthermore, the 
evidence disclosed that no salaries would be 
paid the two officers until the company di- 
rectors determined that the company was 
able to pay them. There was no evidence 
that any such resolution was passed. The 
Board therefore upheld the Minister’s dis- 
allowance of both of the company’s claims 
for deductions.—Property Finance Limited v. 
Minister of National Revenue, 51 DTC 
q 1-279. 
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@ e If the report or payment due date falls on a holiday, most 
states provide for an extension of time to the next business day @ @ 


ALABAMA 


November 1—Automobile reports from 
dealers due. November 10—Alcoholic bev- 
erage reports from wholesalers and distrib- 
utors due—Alcoholic beverage tax reports 
and payment from public service licensees due. 
—Automobile reports from dealers due.— 
Tobacco stamp and use tax reports and 
payment due. November 15—Gasoline re- 
ports from carriers, warehousers and trans- 
porters due.—Lubricating oils reports from 
carriers, warehousers and transporters due. 
—Mileage tax reports and payment from 


motor carriers due.—Motor vehicle regis- 


tration fee due (last day).—Oil and gas 
conservation tax reports and payment due. 
—Oil and gas production tax reports and 
payment due. November 20—Automobile 
reports from dealers due.—Coal and iron- 
ore mining tax reports and payment due.— 
Diesel fuel tax reports and payment due. 
—Gasoline tax reports and payment due.— 
Lubricating oils tax reports and payment 
due.—Sales tax reports and payment due. 
—Tobacco reports from wholesalers and 
jobbers due. 


ARIZONA 


November 5—Alcoholic beverage reports 
from licensees due.—Property tax first semi- 
annual installment due (last day). Novem- 
ber 10—Malt, vinous and spirituous liquor 
tax reports and payment from wholesalers 
due. November 15—Gross income tax re- 
ports and payment due. November 20— 
Motor carrier tax reports and payment due. 
—Use fuel tax reports and payment due. 
November 25—Motor vehicle fuel tax re- 
ports and payment from distributors, whole- 
salers and carriers due. 


ARKANSAS 


November - 10—Alcoholic beverage _re- 
ports due.—Cigarette reports due.—Motor 
fuel reports from carriers due.—Natural 
resources statements of purchases due. 


State Tax Calendar 





November 15—Compensating (use) tax re- 
ports and payment due.—Corporate income 
tax second installment due.—Gross receipts 
tax reports and payment due.—Personal 
income tax second installment due. Novem- 
ber 20—Alcoholic beverage special excise 
tax reports and payment from retailers due. 
—Use fuel tax reports and payment due. 
November 25—Motor fuel tax reports and 
payment due.—Natural resources severance 
tax reports and payment due. 


CALIFORNIA 


November 1—Distilled spirits tax reports 
and payment from common carriers due.— 
Gasoline tax reports and payment from dis- 
tributors due. November 15—Alcoholic 
beverage import reports from common car- 
riers due-——Beer and wine tax reports and 
payment due.—Distilled spirits tax reports 
and payment due.—Gasoline tax reports 
and payment from producers, brokers and 
importers due.—Insurance gross premiums 
tax due (last day).—Use fuel tax reports 
and payment due. November 20—Gross 
receipts tax reports and payment from 
motor carriers due. 


COLORADO 


November 5—Alcoholic beverage reports 
from manufacturers due——Motor carrier tax 
due. November 10—Motor carrier reports 
due. November 15—Coal mine owner re- 
ports due.—Coal tonnage reports due.— 
Sales tax reports and payment due.—Use 
tax reports and payment due. November 
25—Diesel fuel tax reports and payment 
due.—Gasoline tax reports and payment 
due. 


CONNECTICUT 


November 1—Property reports due. No- 
vember 10—Cigarette reports from dis- 
tributors due. November 15—Cigarette 


vending machine reports from operators due.— 
Gasoline use tax reports and payment due. 
—Railroad and street railway tax semi- 
installment due. 


annual November 20— 
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Alcoholic beverage tax reports and payment 
due. November 25—Gasoline tax reports and 
payment due. 


DELAWARE 


November 15—Alcoholic beverage reports 
from manufacturers and importers due.— 
Cigarette and cigar reports due.—Gasoline 
reports from filling stations due. November 
30—Gasoline tax reports and payment from 
distributors and reports from carriers due. 


DISTRICT OF COLUMBIA 


November 10—Alcoholic beverage reports 
from licensed manufacturers, wholesalers 
and retailers due—Beer reports from li- 
censed manufacturers and wholesalers due. 
November 15—Beer tax due. November 
20—Sales tax reports and payment due.— 
Use tax reports and payment due. Novem- 
ber 25—Gasoline tax reports and payment 
due. 


FLORIDA 


November 1—Auto transportation com- 
pany tax reports and payment due. Novem- 
ber 10—Alcoholic beverage tax reports and 
payment from manufacturers and dealers 
due. November 15—Alcoholic beverage 
reports from transporters and carriers due. 
—Cigarette reports from carriers due.— 
Gasoline reports from nondistributors and 
carriers due.—Motor vehicle fuel use tax 
reports and payment due. November 20— 
Admissions tax reports and payment due.— 
Rental tax reports and payment due.—Sales 
tax reports and payment due.—Use tax re- 
ports and payment due. November 25— 
Gasoline sales tax and storage tax reports 
and payment due.—Motor fuel inspection 
fee reports and payment due.—Oil and gas 
production tax reports and payment due. 


GEORGIA 


November 1—Corporation registration 
statement and fee due. November 10—Cigar 
and cigarette reports from wholesale deal- 
ers due.—Distilled spirits reports from 
wholesale dealers due—Motor carrier re- 
ports due. November 15—Malt beverage 
reports due. November 20—Gasoline tax 
reports and payment due. November 30— 
Sales tax reports and payment due.—Use 
tax reports and payment due. 


IDAHO 


November 5—Transient personal prop- 
erty reports to home county due. Novem- 
ber 15—Beer reports from dealers, brewers 
and wholesalers due.—Cigarette reports of 
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wholesaler drop shipments due.——Electric 
power company tax reports and payment 
due. November 25—Gasoline tax reports 
and payment from dealers due.—Use fuel 
tax reports and payment due. 


ILLINOIS 


November 10—Mileage tax reports and 
payment from motor carriers due. Novem- 
ber 15—Alcoholic beverage reports due.— 
Cigarette reports due—Public utility tax 
reports and payment due.—Sales tax reports 
and payment due. November 20—Gasoline 
tax reports and payment due. November 30 
—Gasoline reports from transporters due. 


INDIANA 


November 1—Alcoholic vinous beverage 
tax due. November 5—Property tax semi- 
annual installment due. November 10— 
Cigarette reports from distributors on inter- 
state business due. November 15—Alcohol- 
ic vinous beverage tax due.—Cigarette 
reports of distributor drop shipments due. 
—Use fuel tax reports and payment due. 
November 20—Intangibles reports from 
banks and trust companies due.—Intangi- 
bles tax from financial institutions due.— 


_ Intangibles tax reports and payment from 


building and loan and production credit 


“associations due.—Share tax reports and 


payment from banks, building and loan 
associations and trust companies. due. 
November 25—Gasoline tax reports and 
payment from distributors and carriers due. 
—Use fuel tax reports and payment from 
fuel dealers due. November 30—Petroleum 
production reports due. 


IOWA 


November 10—Beer tax reports and pay- 
ment from Class “A” permittees due— 
Gasoline tax reports and payment from car- 


riers due. November 20—Gasoline tax re- 
ports and payment due. 


KANSAS 


November 5—Cigarette reports from 
wholesalers due. November 10—Malt bev- 
erage reports due. November 15—Alcoholic 
liquor reports from manufacturers and dis- 
tributors due.—Compensating use tax re- 
ports and payment due.—Gasoline and fuel 
use reports from carriers due.—Gross ton 
mileage tax reports and payment from 
motor carriers due. November 20—Alco- 
holic liquor tax reports and payment from 
retailers due.—Sales tax reports and pay- 
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ment due—Use fuel tax reports and 
payment due. November 25—Gasoline tax 
reports and payment due. 


KENTUCKY 


November 1—Bank deposit tax due. 
November 10—Distilled liquor tax from 
blenders and rectifiers due. November 15— 
Alcoholic, beverage reports due.—Corporate 
income tax third installment due.—Fuel use 
tax reports and payment from transporters 
due.—Personal income tax third installment 
due. November 20—Cigarette reports from 
wholesalers due——Oil production tax re- 
ports and payment due. November 30— 
Amusement and entertainment tax reports 
and payment due.—Gasoline reports from 
refiners and importers due.—Gasoline tax 
reports and payment from dealers and 
transporters due.—Gross receipts tax re- 
ports and payment from public utilities due. 
—Motor vehicle fuel use tax reports and 
payment due. 


LOUISIANA 


November 1—Public utility license and . 


pipeline transportation tax due.—Soft drinks 
reports due. November 10—Beer reports 
from importers due.—Gasoline reports from 
importers due.—Lubricating oils reports 
from importers due. November 15—Corpo- 
rate income tax third installment due— 
Gasoline reports from carriers due.—In- 
toxicating liquor reports due.—Kerosene 
reports from carriers due.—Lubricating oils 
reports from carriers due—Personal income 
tax third installment due.—Soft drinks 
reports due.—Tobacco reports due. Novem- 
ber 20—Beer tax reports and payment from 
wholesale dealers due.—Fuel use tax’ re- 
ports and payment due.—Gasoline tax 
reports and payment due.—Kerosene tax 
reports and payment due.—Lubricating oils 
tax reports and payment due.—Sales tax 
reports and payment due.—Use tax reports 
and payment due. 


MAINE 


November 10—Malt beverage reports 
from manufacturers and wholesalers due. 
November 15—Sales tax reports and pay- 
ment due.—Use tax reports and payment 
due. November 25—Use fuel tax reports 
and payment due. November 30—Gasoline 
tax reports and payment due. 


" MARYLAND 


November 10—Admissions tax due.—Beer 
November 


tax reports and payment due. 
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15—Sales tax reports and payment due.— 
Use tax reports and payment due. Novem- 
ber 30—Gasoline and diesel fuel tax reports 
and payment due. 


MASSACHUSETTS 


November 10—Alcoholic beverage excise 
tax reports and payment due.—Excise in- 
come tax reports from savings banks and 
trust companies due—Meals excise tax 
reports and payment due. November 20— 
Cigarette tax reports and payment due. 
November 25—Excise tax from savings 
banks and trust companies due.—Savings 
and insurance bank tax reports and pay- 
ment due. November 30—Motor fuel tax 
reports and payment due. 


MICHIGAN 


November 1-~Gas and oil severance tax 
reports and payment due. November 5— 
Brewery production reports due.—Gasoline 
statements from carriers due-—Sacramental 
wine seller reports due. November 10— 
Common and contract carrier reports and 
payment due.—Winery reports due. No- 
vember 15—Sales tax reports and payment 
due——Use tax’ reports and payment due. 
November 20—Cigarette tax reports and 
payment due.—Diesel fuel user tax reports 
and payment due.—Fuel sold for use on 
vessels, tax due.—Gasoline tax reports and 
payment from distributors due. 


MINNESOTA 


November 10—Alcoholic beverage reports 
from wholesalers, brewers and manufac- 
turers due.—Gasoline reports from carriers 
due.—Iron severance reports from carriers 
due. November 20—Cigarette sales tax re- 
ports and payment due.—Cigarette use and 
storage tax reports and payment due. 
November 23—Gasoline tax reports and 
payment from distributors due.—Special 
use fuel tax reports and payment due.— 
Tractor fuel seller reports due. 


MISSISSIPPI 


November 5—Factory reports due. No- 
vember 10—Admissions tax reports and 
payment due. November 15—Gasoline tax 
reports and payment from carriers due.— 
Light wine and beer reports from retailers, 
wholesalers and distributors due.—Sales 
tax reports and payment due.—Timber 
severance tax reports and payment due.— 
Tobacco reports from manufacturers, dis- 
tributors and wholesalers due—Use tax 


861 


reports and payment due. November 20— 
Gasoline tax reports and payment from dis- 
tributors, refiners, processors and solvent 
users due. November 25—Gas severance 
tax reports and payment due.—Oil and 
Gas Board maintenance tax due.—Oil sev- 
erance tax reports and payment due. 
November 30—Fuel (other than gasoline) 
use tax reports and payment due.—Fuel 
use tax reports and payment from carriers 
of passengers and property due.—Gross 
revenue tax quarterly installment from 
common and contract carriers of passengers 
due. November 30—Outdoor advertising 
space reports from owners or lessees due. 


MISSOURI 


November 1—Ad valorem tax from util- 
ities due. November 5—Nonintoxicating 
beer permittee reports due. November 10— 
Oil inspection tax reports and payment due. 
—Petroleum products receiver reports due. 
November 15—Alcoholic beverage sales re- 
_ ports due. November 25—Use fuel tax reports 
and payment due. November 30—Gasoline 
tax reports and payment from distributors 
due.—Soft drinks inspection fee reports 
and payment due. 


MONTANA 
November 10—Cigarette tax stamp pay- 


ment due. November 15—Beer tax reports 
and payment from brewers, wholesalers and 
transporters due.—Crude petroleum pro- 
ducer reports due.—Electric company tax 
reports and payment due.—Gasoline reports 
from carriers due.—Gasoline tax reports 
and payment due. November 29—Telephone 
company tax reports and payment due. 
November 30—Bank share tax due.——Metal- 
liferous license tax due (last. day).—Prop- 
erty tax semiannual installment due. 


NEBRASKA 


November 1—Bank share tax due.—Ex- 
press company tax due. November 10— 
Cigarette reports from distributors due. 
November 15—Alcoholic beverage reports 
from manufacturers and wholesale distrib- 
utors due.—Aviation fuel tax reports and 
payment from dealers due.—Gasoline re- 
ports from carriers due.—Gasoline tax 
reports and payment due. 


NEVADA 


November 10—Liquor reports from out- 
of-state vendors due. November 15—Alco- 
holic beverage reports from manufacturers 
and importers due.—Cigarette reports from 
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wholesalers due.—Gasoline reports fromm 
carriers due. November 25—Fuel user tax 
reports and payment due.—Gasoline tax re- 
ports and payment from dealers due. 


NEW HAMPSHIRE 


November 10—Alcoholic beverage reports 
from manufacturers, wholesalers and im- 
porters due.—Alcoholic beverage tax from 
wholesalers due. November 15—Use fuel 
tax reports and payment due. November 
30—Gasoline reports from carriers due.— 
Motor fuel tax reports and payment due. 


NEW JERSEY 


November 1—Property tax quarterly in- 
stallment due. November 10—Excise tax 
reports and payment on interstate busses 
due.—Gross receipts tax reports and pay- 
ment on municipal jitneys due. November 
15—Alcoholic beverage reports from manu- 
facturers, distributors, transporters, storers, 
importers and sellers due. November 20— 
Alcoholic beverage reports from retail con- 
sumption and retail distribution licensees 
due.—Cigarette tax reports and payment 
due. November 25—Gross receipts tax re- 
ports and payment on municipal busses due. 
November 30—Gasoline reports from car- 
riers due. Second Last Business Day— 
Gasoline tax reports and payment from 
distributors due. 


NEW MEXICO 


November 15—Occupational gross _in- 
come tax reports and payment due.—Sev- 
erance tax reports and payment due. 
November 20—Cigarette reports from re- 
tailers supplying passenger carriers due.— 
Motor carrier tax reports and payment due. 
November 25—Gasoline tax reports and 
payment due.—Use or compensating tax 
reports and payment due. November 30— 
Bank share tax first installment due (last day). 


NEW YORK 


November 15—Additional tax reports and 
payment from transportation and transmis- 
sion companies due.—Franchise (income) 
tax second installment due. November 20— 
Alcoholic beverage tax reports and payment 
due. November 25—Conduit company tax 
reports and payment due. November 30— 
Gasoline tax reports and payment due.— 
Premiums tax reports and payment from 
insurance companies due.—Water, gas, 
electric, etc. company tax reports and pay- 
ment due. 
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NORTH CAROLINA 


November 10—Alcoholic beverage reports 
from railroads due.—Gasoline tax reports 
and payment from carriers due.—Unforti- 
fied wine tax reports and payment from 
distributors and bottlers due. November 
15—Sales tax reports and payment due.— 
Spirituous liquor tax due.—Use tax reports 
and payment due. November 20—Gasoline 
tax reports and payment from distributors 
due.—Use fuel tax reports and payment due. 


NORTH DAKOTA 


November 10—Cigarette reports from 
distributors due. November 15—Alcoholic 
beverage additional tax due.——Beer tax re- 
ports and payment due.—Gasoline tax 
reports and payment due.—Liquor reports 
from wholesale dealers due. November 25— 
Use fuel tax reports and payment due. 







OHIO 
November 10—Alcoholic beverage reports 


from Classes “A” and “B” permittees due.. 


—Cigarette reports from wholesalers due. 
November 15—Cigarette use tax reports 
and payment due.—Gasoline reports from 
persons other than dealers due. November 
20—Gasoline reports from dealers due, No- 
vember 30—Gasoline reports from carriers 
due.—Gasoline tax due. 


OKLAHOMA 


November 5—Operator reports of mines 
other than coal due. November 10—Alco- 
holic beverage tax reports and payment due. 
—Cigarette reports from wholesalers, re- 
tailers and vending machine owners due.— 
Gross receipts tax reports and payment from 
airports due. November 15—Gasoline re- 
ports from dealers, retailers and carriers 
due.—Mileage tax reports and payment 
from carriers due.—Sales tax reports and 
payment due.— Tobacco reports from 
wholesalers, jobbers and warehousemen 
due. November 20—Coal mine operator 
reports due.—Gasoline tax reports and pay- 
ment from distributors and purchasers of 
imported gasoline due——Motor fuel use tax 
reports and payment due.—Property tax 
reports and payment from rural electric 
cooperatives due.—Use fuel reports from car- 
riers due.—Use fuel tax reports and pay- 
ment due.—Use tax reports and payment 
due. November 30—Oil, gas and mineral 


gross production tax reports and payment 
due. 
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OREGON 


November 15—Property tax quarterly 
installment due. November 20—Alcoholic 
beverage tax reports and payment due.— 
Motor carrier reports due if tax is paid as 
per Table A or B.—Motor vehicle broker 
and forwarder tax due.—Use fuel tax re- 
ports and payment due. November 25— 
Gasoline tax reports and payment due. 
November 30—Motor carrier tax due if paid 
as per Table A or B. 


PENNSYLVANIA 


November 10—Malt beverage reports 
due.—Spirituous and vinous liquor reports 
from importers due. November 15—Alco- 
holic beverage tax reports and payment 
from manufacturers due. November 30— 
Gasoline tax reports and payment due.— 
Use fuel reports from carriers due.—Use 
fuel tax reports and payment due. 





RHODE ISLAND 


November 10—Alcoholic beverage re- 
ports from manufacturers due.—Cigarette 
reports from distributors and dealers due. 
November 20—Sales tax reports and pay- 
ment due.—Use tax reports and payment 
due. November 25—Gasoline tax reports 
and payment due. 


SOUTH CAROLINA 


November 1—Alcoholic beverage whole- 
saler reports of alcoholic beverages re- 
ceived due. November 10—Admissions tax 
reports and payment due.—Alcoholic bev- 
erage retailer and wholesaler reports of 
alcoholic beverage sales and additional tax 
due.—Power tax reports and payment due 
(last day).—Soft drinks reports due. 
November 20—Gasoline tax reports and 
payment due.—Sales tax reports and pay- 
ment due. November 25—Fuel oil tax re- 
ports and payment from dealers and users 
due. 


SOUTH DAKOTA 


November 10—Motor carriers in inter- 
state commerce tax reports and payment 
due. November 15—Alcoholic beverage 
sales reports due.—Gasoline reports from 
carriers and retail airplane fuel vendors due. 
—Gasoline tax from dealers due.—Tractor 
fuel user tax reports and payment due.— 
Use fuel reports from carriers due.—Use 
fuel tax reports and payment due. Novem- 
ber 20—Passenger mileage tax due. No- 
vember 30—Gasoline reports from dealers 
due. 
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TENNESSEE 


November 1—Soft drink bottler tax quar- 
terly installment due.—Theater tax quar- 
terly installment due——Utility gross receipts 
tax quarterly installment due. November 
10—Alcoholic beverage reports due (last 
day).—Barrel tax on beer due.—Gasoline 
reports from carriers due.—Petroleum prod- 
ucts special privilege tax reports and pay- 
ment due. November 15—Fuel user 
reports due.—Use fuel reports from carriers 
due. November 20—Cottonseed oil mill 
reports due.—Gasoline tax reports and pay- 
ment from distributors due.—Oil production 
tax reports and payment due.—Sales tax 
reports and payment due.—Use tax reports 
and payment due. November 25—Motor 
vehicle fuel manufacturer and refiner re- 
ports of motor fuel imported, manufactured 
or sold in Tennessee due. 


TEXAS 


November 5—Cigarette reports from so- 
licitors due. November 10—Cigarette re- 
ports from distributors due. November 15— 
Beer tax reports and payment due. Novem- 
ber 20—Liquefied gases and liquid fuel tax 
reports and payment from users due.— 
Motor fuel reports from carriers due.— 
Motor fuel tax reports and payment due. 
November 25—Carbon black production tax 
reports and payment due——Cement distrib- 
utor tax reports and payment due.—Gas 
gathering tax due.—Prizes and awards of 
theater tax reports and payment due. 
November 30—Natural gas production tax 
reports and payment due.—Oil production 
tax reports and payment due.—Property 
taxes first installment due. 


UTAH 


November 10—Liquor reports from licen- 
sees due.—Use fuel reports from carriers 
due. November 15—Sales tax reports and 
payment due.——Use tax reports and pay- 
ment due. November 25—Gasoline reports 
from carriers due.—Gasoline tax reports 
and payment from distributors and retailers 
due.—Use fuel tax reports and payment due. 
November 30—Property tax delinquent at 
noon. 


VERMONT 


November 10—Alcoholic beverage tax re- 
ports and payment due. November 15— 
Electric light and power company tax re- 
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ports and payment due. November 30— 
Gasoline tax reports and payment due. 


VIRGINIA 


November 10—Beer reports from dealers, © 
bottlers and manufacturers due. November 
20—Gasoline reports from carriers due.— 
Use fuel reports from dealers and resellers 
due. November 30—Gasoline tax reports © 
and payment due.—Use fuel tax reports and: 
payment due. 


WASHINGTON 


November 10—Malt product reports from 
brewers and manufacturers due. November 
15—Cigarette drop shipment reports from | 
wholesalers due.—Cigarette duplicate in- 7 
voices on shipments out of state from — 
wholesalers and retailers due.—Gross in- ~ 
come tax reports and payment due.—Gross 
operating tax reports and payment from | 
utilities due—Sales tax reports and pay- 
ment due.—Use tax reports and payment 
due. November 20—Use fuel tax reports” 
and payment due. November 25—Gas gather- 
ing tax due.—Gasoline reports from carriers © 
due.—Gasoline tax reports and payment due. * 


WEST VIRGINIA 
November 1—Bank share tax due. 


No- 
vember 10—Alcoholic beverage tax reports | 
and payment due.—Soft drinks tax reports” 
and payment due. November 15—Cigarette 
use tax reports and.payment due.—Sales 


tax reports and payment due. November 
30—Gasoline tax reports and payment due. 7 
—Property tax semiannual installment due 
(last day). 


WISCONSIN , 


November 10—Alcoholic beverage reports | 
due.—Cigarette reports from wholesalers 
and manufacturers due. November 20— 
Gasoline tax reports and payment due.” 
November 30—Gasoline reports from trans- 
porters due. : 


WYOMING 


November 10—Gasoline reports from] 
carriers due.—Property tax semiannual in-— 
stallment due. November 15—Gasoline re- 
ports from dealers due.—Gasoline tax 
reports and payment from wholesalers due, 
—Motor carrier tax reports and payment) 
due.—Sales tax reports and payment due.— 
Use tax reports and payment due. Novem- 
ber 20—Cigarette reports due. 
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